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COMMENT AND OPINION 


Accounting for Annuity 
Costs Based on Past Services 


. COMMITTEE of Accounting 
Procedure of The American Institute 
of Accountants has issued its Accounting 
Research Bulletin No. 36 under this 
heading. This Bulletin was unanimous- 
ly adopted by the twenty-one members 
of the committee. 


The conclusions reached are: 

a) Costs of annuities based on past ser- 
vice should be allocated to current and 
future periods; provided, however, that if 
they are not sufficiently material in amount 
to distort the results of operations in a 
single period, they may be absorbed in the 
current year. 

b) Costs of annuities based on past ser- 
vices should not be charged to surplus. 


The Committee felt that, even though 
the calculation is based on past services, 
costs of annuities based on such services 
are generally incurred in contemplation 
of present and future services not neces- 
sarily of the individual affected but of 
the organization as a whole and, there- 
fore, should be charged to the present 
and future periods benefited. The elem- 
ent of past services is one of the im- 
portant considerations of most pension 
plans and costs incurred on account of 
such past services contribute to the bene- 
fits gained by the adoption of a plan. 
It is usually expected that such benefits 
will include better employee morale, the 
removal of superannuated employees 
from the payroll, and the attraction and 
retention of more desirable personnel, all 
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of which should result in improved oper- 
ations. 

This writer confesses that this unan- 
imous conclusion comes to him as a 
surprise, as he has previously held the 
view that the cost of past service of 
present employees (there could be no 
others in the eligible group) represented 
to them a bonus for past services and to 
the employer the present recognition of 
a cost properly allocatable to earnings of 
prior years, in other words that there was, 
in a sense, a sharing of past profits with 
employees still on the roll. The argu- 
ment of this committee is, however, a 
very persuasive one and one well worth 
considerable study by our members. The 
committee has made no attempt to define 
the future period over which this cost for 
past services should be allocated. It is 
presumed, we suppose, that that will not 
be left to a free decision by management 
but arbitrarily decided for it by taxing 
authorities. 


Qualifications in Audit Reports 


E WERE somewhat startled to read 

the following phrases in an audi- 

tor’s report recently,— 

We have obtained all the information 
and explanations we have required, and 
subject to the fact that no provision has 
been made for doubtful accounts, the an- 
nexed Balance Sheet is .. . 

It had been thought that our educational 
curriculum, as developed in the last fif- 
teen or twenty years, and the advice given 
by older members would have caused all 


eo Ee: 


' 
4 
i | 


% 
” 
5 





48 The Canadian Chartered Accountant, February, 1949 


public accountants in Canada to shy 
away from such a qualification in horror. 


R. G. H. Smails in “Auditing” has 
covered the subject at issue very clearly, 
and he has pointed out that an auditor 
must not hesitate to qualify his report by 
explaining clearly and fully in what re- 
spects he considers the accounts to be 
deficient. “He does not discharge his 
duty by giving shareholders generaliza- 
tions or truisms intended to arouse their 
suspicion and put them on enquiry.” 
Again, “‘the auditor should not needless- 
ly wound the susceptibilities of directors, 
and particularly he should distinguish be- 
tween a reservation on a point where 
information and explanations are with- 
held by directors and one where the ex- 
planations are lacking because they are 
inaccessible to all parties.” 


In this case, the auditors state that 
they have obtained all the information 
and explanations they required and it 


follows that they must have come to 
some conclusion on the likelihood of a 
possible loss on bad debt account. As 
Smails continues, “if exception is taken 
to a valuation the auditor should, where- 
ever possible, state explicitly the amount 
of the discrepancy between his own and 
the directors’ estimate.” 


In the case in point, the statement 
would not be given wide distribution 
and it may have been thought, in 
justification of what must have been 
a compromise, that the point in principle 
was not important. However, we should 
not agree that there are different prin- 
ciples to be applied dependent upon the 
circulation to be given the report. If the 
amount involved had not been material 
in relation to the asset, no qualification 
would have been necessary. If a quali- 
fication is necessary, the auditor is being 
unfair to all concerned if he fails to state 
his opinion of the importance of the 
qualification. 


Inter-American 
Conference on Accounting 


HE FIRST Inter-American Conference 

on Accounting is to be held in San 
Juan, Puerto Rico, May 18-22, 1949 at 
the invitation of The Puerto Rico In- 
stitute of Accountants. It is expected 
that some twenty countries will partici- 
pate. Each country is requested to sub- 
mit five manuscripts, all of which will 
be published, but only two of which will 
be presented and discussed. The Domin- 
ion Association of Chartered Accountants 
will be represented by the President of 
the Association and is arranging the 
preparation of papers. The following 
topics are among the chief of those to 
be discussed: accounting practices of 
each country and their relation to its 
commerce, industry and government; 
establishment of uniform basic re- 
quirements for public accounting prac- 
tice; uniform accounting terminology; 
accounting research; goodwill and frater- 
nity among the accountants of America 
and the formation of an Inter-American 
Congress. 


Multilateralism of Currencies 


IHROUGH the kindness of an un- 

known guest of Childs’ Restaurant in 
Toronto recently, we carried away with 
us a copy of the Chicago Journal of 
Commerce of January 5, 1949. Editor- 
ially, it took the Economic Co-operation 
Administration for a Cook’s Tour and 
delivered itself of some weighty pro- 
nouncements such as that manufacturers 
and banks in the central western States 
were not getting their fair share of the 
largesse (the Journal’s word) being 
handed out at Washington. One of its 
recommendations to President Truman 
and Mr. Paul G. Hoffman was that “‘the 
long-awaited day when European cur- 
rencies become mutually convertible 
should be made to dawn”. This concept 
of a forced world recovery on a unilateral 
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basis with no recognition of the efforts 
now being made by European (and 
other) countries to make the E.C.A. aid 


side of the matter, our mean nature at 
once brought to mind the celebrated 
phrase “The sun never sets on the British 


as effective as possible by joint effort Empire’. We hope we have quoted it 
rather appalled us, and, on the rhetorical correctly. 
OBITUARY 


The Late George C. Rooke 


Past President of The Dominion Association of Chartered Accountants 


The Institute of Chartered Accountants 
of Saskatchewan announces with deep 
regret the sudden death of Mr. George 
C. Rooke, M.B.E., F.C.A. Born in Dur- 
ham, England, in 1883, the late Mr. 
Rooke came to Canada with his family 
in 1890. He obtained his Bachelor of 
Accounting degree from the University 
of Saskatchewan and was admitted to the 
Saskatchewan Institute in 1911. He was 
elected a Fellow of that Institute in 1918. 


After spending a few years in Winni- 
peg, the late Mr. Rooke became an ac- 
countant with the Leader Publishing Co. 
until 1911 when he opened an office for 
the practice of his profession. At the 
time of his death he was senior partner 
of the firm Rooke, Thomas and Com- 
pany. 

Aviation activities were among the 
many interests of the late Mr. Rooke. 
In 1940, when he was president of the 
Regina Flying Club, he organized No. 
15 Elementary Flying Training School 


at Regina under the British Common- 
wealth Air Training Plan and became 
its president and manager. In recog- 
nition of this service to his country he 
was made a member of the Order of the 
British Empire. 

In the service of his Profession, the 
late Mr. Rooke was President of the 
Saskatchewan Institute in 1916 and in 
1923. In 1930 he was elected President 
of The Dominion Association of Char- 
tered Accountants and remained on its 
executive until 1933. 

He was also keenly interested in 
municipal and provincial affairs, serv- 
ing in the capacity of President of the 
Regina Board of Trade in 1929, and 
acting on various Provincial Commis- 
sions dealing with tax affairs, liquor 
legislation and the like. He was a 
former member of the Senate of the 
University of Saskatchewan. 

To his widow, son and brothers the 
Institute extends its sincere sympathy. 





Changes in 


Income Tax Law 


By J. G. Glassco, F.C.A. 


President, the Institute of 
Chartered Accountants of Ontario 


Abolition of Discretion @ Bad Debts @ Computation 
of Income @ Valuation of Inventories @ Admissibility 
of LIFO @ Loss Carry-over @ Constructive Receipt 


of Income @ 


@ New Appeal Procedure © 


T IS a curious fact about income tax 

that while an increasing number of 
people are becoming knowledgeable 
about it, very few seem ready to get up 
and say what they think. This, I know, 
is not due to the absence of any strong 
views, nor can such mass reticence be at- 
tributed merely to modesty. The real 
reason, and it is a regrettable one, is 
that too many fear that in criticising our 
tax structure, they may be regarded as 
pleading the cause of their own pocket- 
books. Thus it is that our business and 
financial leaders, with the notable excep- 
tion of bank presidents, seem to main- 
tain an embarrassed silence, and what 
the public receives by way of contempor- 
ary criticism is largely in the nature of 
political propaganda. I need hardly re- 
mind this audience of the personal stake 
which every Canadian has in the devel- 
opment of sound taxation policies. This 
applies even to the smallest wage earner 
because if our tax methods go wrong, 
his livelihood, even his way of life, may 
be imperilled. 


Revision of Act 


The events leading up to the revision 
of our income tax law are well known. 
The special Senate Committee, appointed 


Taxation of “Benefits” 


Conferred 
Tax Avoidance 


in October 1945, spearheaded a growing 
public dissatisfaction. We had an over- 
worked and short-handed administration, 
trying to apply statutes which became 
annually more complex and confused. 
The focal point of public criticism was 
probably the broad degree of discretion 
granted to the Minister and exercised on 
his behalf by the Commissioner, later 
the Deputy Minister of Taxation. There 
was a feeling that the Act, as it stood, 
did not permit the average citizen to de- 
termine his liability because so many 
important matters were left to be settled 
by the exercise of discretion. There was 
also a feeling that these broad powers 
were being exercised in an arbitrary 
fashion. 


It is, I think, fair to say that the Gov- 
ernment did not, with any noticeable en- 
thusiasm, welcome the intervention of 
the Senate in this vexed problem. After 
holding lengthy hearings, the Senate 
Committee recommended that a court or 
board be set up with power to review 
the exercise of discretion by the Minister 
and to vary the same if it disagreed. The 
Government countered by providing for 
a board to advise the Minister but with- 
out power to enforce its findings. This 


An address to the General Accountants’ Association, Toronto, November 16, 1948. 
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board was, however, never appointed and 
a year later the Minister of Finance had 
publicly committed himself to a com- 
plete revision of the Act. 


By tradition, the Senate is supposed 
not to interfere with taxation, but by 
taking the initiative in this instance, and 
in providing an opportunity for the pub- 
lic to air its views, it seems to me that 
the Upper Chamber performed a valu- 
able public service. 


It is interesting to observe that in its 
approach to the problem of revision, the 
Government adopted a rather unusual 
method. It introduced its first draft of 
the new law into the Commons (the 
well-known Bill 454) in July, 1947, with 
no intention of enactment as it stood. 
The public was invited to study it and 
to make suggestions for its further im- 
provement, and some eleven months 
elapsed before the new Income Tax Act, 
substantially changed in some regards, 
appeared and was made law at the last 
session of Parliament. In the interval 
there was feverish activity: a little slow 
in starting, perhaps, but very feverish at 
the end, by various bodies, accountants, 
lawyers, labour unions and, appropriately 
enough, by the Income Tax department 
itself. Never was so much learned by 
so many in so short a time! 


Changes in Law 

With the appearance of Bill 454, the 
general intention of the Government be- 
came pretty clear. All discretions were 
gone — nearly 100 of them wiped out 
— in their place the new Act laid down 
requirements of reasonableness and 
equity which, when called in question, 
would be settled by the Courts. Next 
there was a complete rearrangement of 
the subject matter into a consistent and 
orderly pattern. Clarity was achieved by 
moving special case legislation on such 
subjects as co-operatives, pension plans, 
non-residents, etc., to separate sections, 
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away from the main body of the law. 
Everyone agrees that this phase of the 
work was well done and a great improve- 
ment secured. 


As to the substance, the Minister, Mr. 
Abbott, admitted that no very radical 
changes had been made; perhaps, he said, 
that would come later. But when Bill 
454 was examined closely, two important 
conclusions became evident. First, the 
adoption of a lot of new language could, 
depending upon the interpretation placed 
on such by the Courts, bring about quite 
important and possibly unintended 
changes in the meaning of the law. For 
example, the Act speaks of “conferring 
a benefit on a taxpayer”. We may all 
think we know what that means, but we 
cannot be certain until the Courts have 
had a go at it. The second conclusion 
is that the Government was not able to 
resist the temptation of plugging up a 
few rat-holes as it went along. Ex- 
amples of this, are the new provisions 
relating to hire purchase and lease option 
agreements, and the denial to corpora- 
tions of losses on security transactions 
where dividends on such securities have 
previously been received tax free under 
the usual inter-company dividend exemp- 
tion. 


As I have said, a great deal of work 
was done on Bill 454 by various bodies 
and, by and large, it was unselfish and 
objective work. The Canadian Tax 
Foundation, a new body formed for taxa- 
tion research by the Canadian Bar As- 
sociation and The Dominion Association 
of Chartered Accountants, swung into 
action and convened a tax conference on 
the Bill in December last. It brought 
together a large group of expert and able 
lawyers, accountants and tax administra- 
tors. Written recommendations were 
submitted to the Government by a large 
number of organizations interested in the 
matter. 
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The results of this intensive study and 
criticism by the public are clearly visible 
in the text of the new law. Some disap- 
pointment has been expressed that the 
Government adopted most of the sugges- 
tions which ran in favour ot the admin- 
istration and too tew of those designed 
to assist and protect the taxpayer. This 
is, perhaps, no more than human, and 
one must realize that the final text of 
the law was the result of weeks of con- 
ference around a table at which no rep- 
resentatives of the taxpayer could be 
present. In the circumstances, I think 
it was unavoidable, but I would hope 
that in future the Government might 
heed the representations already made — 
that the public should be allowed to be 
heard by a committee of the House or 
the Senate before any changes in the law 
are passed by Parliament. You cannot 
reasonably expect the tax administrator 
to plead the cause of the taxpayer in the 
council chamber of the Government on 
the eve of the budget. 


Abolition of Discretion 


Now let us turn to the new law and 
see what the important changes are. 
First and foremost is the wiping out of 
discretion. What, we ask ourselves, will 
that mean in practice? I think it means 
the end of so-called “beneficial rulings”. 
When we complained most vigorously 
about discretion, we were apt to forget 
that it worked two ways: it gave the 
Minister not only the power to say “no”, 
from which there was no appeal, but it 
effectively forced him to a decision on 
all those matters of which he was made 
the judge. On balance, there were cer- 
tainly many more “yeses” than “noes” 
but under the new law, the prudent ad- 
ministrator, when faced with a doubtful 
case, will be apt to leave the decision 
to the Courts. In other words, the free- 
ing of the administration from the re- 
sponsibility of making final decisions, is 


certain to increase substantially the 


amount of litigation. 


It is to be hoped that as case law 
accumulates, a definite pattern will de- 
velop as to many matters on which there 
has been uncertainty and inconsistency. 
But when one looks over the case 
law in the United States, its enormous. 
range and volume, it is pretty clear that 
we shall pay a price for the sweeping out 
of discretion as we have known it for 
so long. I do not suggest that the price 
is too great; I only remind you that we 
are not getting something for nothing. 


The by-product of the abolition of dis- 
cretion, and it is, I feel, an important 
one, is that there will be an end to the 
secrecy which has always shrouded cer- 
tain aspects of assessment practice. The 
new Act provides that regulations shall 
be passed by order-in-council covering 
depreciation allowances and various other 
matters. These regulations, plus the de- 
cisions of the new Board of Tax Appeals 
will be available to the public and, as a 
result, much of the former uncertainty 
should disappear. 


Bad Debts 


There are a few changes in the law 
which are of particular interest to ac- 
countants. For example, the treatment of 
bad debts and bad debt reserves is sub- 


stantially changed. The new pattern, 
borrowed from the South African law, 
places the onus each year upon the tax- 
payer to justify the reserve which he 
claims and that reserve, being allowed 
one year, is automatically made part or 
the taxable income of the succeeding 
year. ‘This, I think, means an end to 
the old rule of thumb method of allow- 
ing a reserve up to 10% of the accounts 
receivable, and I have no doubt that 
many taxpayers are going to find their 
reserves sharply reduced from existing 
levels. The transitional provisions of 
the law, which link it up with the old 





Changes in Income Tax Law 53 


law, provide that in the case of reserves 
on the books at the beginning of the 
1949 period, such shall be taxed as part 
of the 1949 income except “such part 
thereof, if any, as the taxpayer establishes 
cannot reasonably” be so taxed. Thus 
taxpayers will have an opportunity of 
arguing for the exclusion from taxation 
of any part of their existing reserve 
which for special reasons should be ex- 
empt: for example, an existing reserve, 
the creation of which had been disallow- 
ed as a deduction in previous years. 

When it comes to justifying the re- 
serve to be claimed at the end of the 
1949 period, I suggest that the taxpayer 
will be expected to submit some evidence 
as to the reasonableness of his reserve 
and that may well require the study over 
a period of years of the loss experience 
of the taxpayer. 


Accrual Basis of Income Computation 


Another interesting point is the re- 
flection in the new Act of the decision 
in the Trapp case. This was the case 
in which the Exchequer Court held that 
there was no sanction in the Income War 
Tax Act for the use of what we know 
as the accrued basis. The problems 
raised by this judgment have been met 
in part, although perhaps not completely, 
by several specific provisions of the new 
law. First, there is a consistency rule, 
section 14, which provides that when a 
taxpayer has adopted a certain method 
for computing income from a business 
or property, and that method has been 
accepted, it may not be changed without 
the concurrence of the Minister. That, 
plus the immediately following reference 
to the basis of inventory valuation, seems 
to contemplate the accrual basis as a legal 
alternative in so far as it concerns income 
from a business or property. On the 
other hand, income from an office or em- 
ployment must be reported on a cash 
basis and it is specifically provided, with 
a single exception in favour of transport 


employees, that such income may not be 
reduced by claims for expenses incurred 
by an employee. 

I have suggested that so far as income 
from a business or property is concerned, 
the changes seem to regularize the use 
of the accrued basis. It may be that 
they go further than this and that the 
new Act as a whole can be interpreted 
to require the use of whatever accounting 
method properly states the profit of the 
business. If this is true, it will no longer 
be possible for businesses, by electing to 
be taxed on the cash basis and ignoring 
inventories and accounts receivable, to 
pay taxes on amounts which vary con- 
siderably from those which would arise 
under the accrued method. 


The new Act states categorically that 
income from a business or property is the 
profit therefrom for the year, and in the 
face of that, I think it can be argued 
that where the proper determination of 
profit involves consideration of differ- 
ences in inventories, accounts receivable, 
accounts payable, etc., such cannot be 
ignored. It is very difficult to see on 
what grounds it can now be alleged that 
the net cash receipts of a trading or 
manufacturing business can possibly be 
said to represent the profits of the busi- 
ness. 


Valuation of Inventories 


I referred a moment ago to a refer- 
ence in the new Act to the valuation of 
inventories. As you know, the old Act 
made no mention of this matter, and the 
provision of the new law is that inven- 
tories shall be valued at cost or their 
market value, whichever is lower, or in 
such other manner as may be permitted 
by regulations. At first glance, this seems 
to give the administration the whiphand 
over inventory practices and by failing 
to pass regulations permitting other 
methods, the Department could outlaw 
such inventory procedures as the retail 
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methods, followed by nearly all depart- 
ment stores, the basic stock method and 
others. 

However, the real controversy about 
inventory valuation is in connection with 
the acceptability of LIFO or what is 
called the “‘last-in first-out’’ method, and 
I suggest to you that under the wording 
of the new law, this method is not as 
certainly outlawed as may at first appear. 
My reason for that conclusion is that 
LIFO is not in itself a complete inven- 
tory method: it is merely one of the three 
alternative methods, each of them sanc- 
tioned as good accounting practice, for 
the determination of cost for inventory 
purposes. The Act as it stands does not 
give the Governor-in-Council power to 
make regulations as to the method of de- 
termining cost: it merely authorizes regu- 
lations admitting methods other than the 
lower of cost or market method. 


In elaboration of the real nature of 
LIFO, I should like to quote from an 
Accounting Research Bulletin of the 
American Institute of Accountants, which 
was released in July, 1947, on the sub- 
ject of inventory pricing. Statement 4 
of this Bulletin reads as follows: 

Cost for inventory purposes may be de- 
termined under any one of several assump- 
tions as to the flow of cost factors (such 
as “first-in first-out,” “average,” and “last- 
in first-out”); the major objective in se- 
lecting a method should be to choose the 
one which, under the circumstances, most 
clearly reflects periodic income, 

This statement is followed by a brief 
discussion which I think is interesting 
because it goes to the root of the philo- 
sophy of the supporters of the last-in 
first-out method. The discussion is as 
follows: 

The cost to be matched against revenue 
from a sale may not be the identified cost 
of the specific item which is sold, especial- 
ly in cases in which similar goods are 
purchased at different times and at dif- 
ferent prices. Ordinarily, under those cir- 


cumstances, the identity of goods is lost 
between the time of acquisition and the 
time of sale. In any event, if the materials 
purchased in various lots are identical and 
interchangeable, the use of identified cost 
of the various lots may not produce the 
most useful financial statements. This fact 
has resulted in the development and gen- 
eral acceptance of several assumptions 
with respect to the flow of cost factors to 
provide practical bases for the measure- 
ment of periodic income. These methods 
recognize the variations which exist in the 
relationships of costs to sales prices under 
different economic conditions. Thus, where 
sales prices are promptly influenced by 
changes in reproductive costs, an assump- 
tion of the “last-in- first-out” flow of cost 
factors may be the more appropriate. 
Where no such cost-price relationship ex- 
ists, the “first-in first-out” or an “average” 
method may be more properly utilized. In 
some cases, the business operation may be 
such as to make it desirable to apply one 
of the acceptable methods of determining 
cost to one portion of the inventory or 
components thereof and another of the ac- 
ceptable methods to other portions of the 
inventory. 
It is not my intention to present here 
a plea for LIFO. I suggest, however, 
that you cannot dismiss it as merely a 
device to reduce taxable income and I 
would venture to predict that, in time, 
it will find its proper place in Canadian 
accounting. I also suggest that if the 
income tax administration rejects the 
method, it will have to explain to the 
Courts why it is not an acceptable meth- 
od of determining cost, rather than mere- 
ly demonstrate that the method is out- 
lawed because the administration has not 
sanctioned it by regulation. 


Loss Carry-over 


The loss carry-over provisions appear 
to have been changed so as to cure one 
obvious injustice. In the past, the prac- 
tice has been that where, in a year of 
loss, a corporation receives tax-free divi- 
dends from another company, such divi- 
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dends are used to reduce the business 
losses which may be carried back or 
forward. As a result, it is quite possible 
that these dividends have been indirectly 
subject to tax. The new Act provides 
that the loss for carry-over purposes will 
be computed in the same manner as 
would be taxable income, so the tax ex- 
empt income will be automatically ex- 
cluded. I should qualify this observation 
by saying that the language of the new 
Act is none too clear but certainly that 
appears to be the intent of it. In the 
case of consolidated returns, the applica- 
tion of the loss carry-over has been clar- 
ified by specifically providing that the 
carry-over is applied after consolidating 
the results of the individual companies. 

There is one new tax contained in the 
new law. It is a 15% tax deductible 
at the source against non-resident corpor- 
ations, in respect of fees or payments 
made to them for management, technical, 
professional or other services, “know- 
how”, sales rights, etc. This will apply 
to service charges, technical fees, man- 
agement fees, etc., which are fairly com- 
mon as between parent and subsidiary 
companies. 

Constructive Receipt 

There are several completely unfamil- 
iar sections introduced into the new Act, 
the meaning of which is, at first glance, 
by no means clear. For example, sec- 
tion 16, which is headed “Indirect Pay- 
ments”, extends the law of constructive 
receipt in a very broad manner. This 
section is said to be borrowed from the 
United States law and is by no means 
as innocent as it appears. For example, 
an employment contract under which an 
employer pays premiums to a third party 
for a pension contract running in favour 
of the employee renders the employee 
taxable on such premiums. This will 
not, of course, apply in the case of an 
approved pension plan, but it may well 
require reconsideration of individual 
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management contracts where the employ- 
er pays money over to third parties to 
secure benefits payable in future to the 
employee. 


Taxation of Benefits 


I mentioned previously the use of the 
phrase “to confer a benefit”. Section 
8(1) now provides that where “a benefit 
or advantage has been conferred on a 
shareholder by a corporation” otherwise 
than on reduction of capital or winding 
up, the amount or value thereof shall be 
taxed against the shareholder. This pro- 
vision could take in a lot of territory. 
For example, the sale to a shareholder 
or to all the shareholders collectively of 
the assets of a corporation at less than 
their real value, will now expose the 
shareholder to tax, even though had the 
sale been made at the proper price, the 
corporation itself would not have been 
taxable on the gain. Moreover, as I have 
already intimated, no one is quite sure 
just how far-reaching the words “a bene- 
fit or advantage” may be when the Courts 
have considered the question. 


New Appeal Procedure 

The new law provides for an Income 
Tax Appeal Board which is to be a 
court of record and from its decisions 
an appeal will lie to the Exchequer Court. 
An effort has obviously been made to 
simplify the taxpayer's problems by pro- 
viding inexpensive access to a court 
whose sole duty will be to deal with in- 
come tax matters. The taxpayer may be 
represented in this court by his solicitor 
or agent, and it is clearly intended that 
accountants shall have the right to prac- 
tise in it. This raises a very difficult 
problem for the accounting profession, 
and in my opinion, it underlines the 
necessity for a clear understanding of 
our proper relations with the legal pro- 
fession. Some people have imagined 
that this is to be another Board of Ref- 
erees where one sits round a table and 
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discusses a case in a most informal and 
pleasant fashion. That concept seems to 
be far from the mark and we can expect 
that the Board of Tax Appeals, being in 
fact a court, will conduct its affairs in 
the same manner as other courts. Thus, 
there will be swearing of witnesses, ex- 
amination and cross-examination, plead- 
ings and argument, and while a few 
brave souls may venture into this unfam- 
iliar arena without help from their legal 
brethren, I question very much the wis- 
dom of such a course. I do not mean 
to suggest for a moment that the oppor- 
tunity given to accountants to practise in 
this court is not an important one, and 
I firmly believe that in most tax disputes 
the lawyer and the accountant each has a 
particular contribution to make and the 
best results will usually be secured by a 
team effort. You may be sure of one 
thing — that the administration, in 


handling its side of tax litigation, is go- 


ing to avail itself of both legal and ac- 
counting advice and experience. 


Tax Avoidance 

I have purposely left to the end of my 
remarks the whole question of tax avoid- 
ance and tax evasion and this subject 
presents a nice problem in morality, the 
answer to which is by no means easy. 
The natural instinct of the average indi- 
vidual is certainly to avoid paying taxes 
if he can properly do so. The English 
Courts have gone so far as to say that it 
is not only a citizen’s right, but his duty, 
so to order his affairs as to pay the 
smallest amount of tax possible. So long 
as the means taken to escape taxes are 
proper ones, we call it tax avoidance but 
the difficulty lies in knowing where 
avoidance stops and improper evasion 
commences. Certainly the fraudulent 
evasion of tax by use of deceit and sub- 
terfuge will be roundly condemned and 
the transgressors will receive little sym- 
pathy from the public. But there is, and 
this is where the trouble lies, a large 


middle ground where the avoidance of 
tax is proper and even necessary from 
the point of view of the taxpayer and yet 
highly objectionable in the eyes of the 
administration. 


Let us take a very simple case of a man 
who, over the years, has built up his 
business by plowing back practically all 
the profits. At the age of seventy he 
realizes that he has not many years to 
live, and he finds that if he should die 
immediately the combination of succes- 
sion duties and income tax might well 
bankrupt his estate. In order to protect 
his dependents, he must do something! 
If he finds a buyer for the business, what- 
ever money he receives is free of tax in 
his hands. Alternatively, if he liquidates 
the business, most of the proceeds may 
be taxable as though it were a dividend 
received by him and the taxes may easily 
take more than one-half of what the 
business will realize. In such circum- 
stances, is there any real doubt as to the 
course he should ‘follow; if he sells the 
business, which he undoubtedly will, are 
there any grounds for complaint by the 
State that in so doing he has avoided the 
tax which he would have had to pay had 
he followed the other course? 


My point is that if, due to the change 
in our whole social structure, we are go- 
ing to abandon the view that Parliament 
has to lay its taxes directly upon the 
people and that each one of us is free to 
pay as little as we legally can, then does 
not the alternative become the completely 
untenable proposition that the law should 
require each citizen so to order his af- 
fairs as to attract the maximum possible 
taxation? 


Undistributed Profits of Companies 

The old Income War Tax Act had a 
series of sections which were designed 
to prevent the withdrawal by sharehold- 
ers of corporations of accumulated profits 
without the payment of tax. These sec- 











tions, which were numbered 13 to 20, 
have been carried forward into the new 
law without a great deal of change ex- 
cept in connection with loans to share- 
holders. The new law provides that 
loans to shareholders will be taxed as in- 
come in the shareholders’ hands, whether 
or not the corporation has undistributed 
income. The provisions relating to the 
alteration of the share capital of a cor- 
poration have been tidied up and it is 
now possible to determine exactly what 
subdivisions and alteration of the capital 
structure can be made without attracting 
tax. The section dealing with the tax- 
ability of undistributed income upon the 
winding up or reorganization of a cor- 
poration have been, I believe, improved 
by removing the tax when the corpora- 
tion being wound up is wholly owned 
by another Canadian corporation. These 
sections came into the old law after a 
period of years and by and large they 
have worked fairly well. As they are 
clear and specific, objection cannot be 
taken to them on the grounds that they 
hamper business through uncertainty as 
to the outcome of a transaction. Some 
have felt, perhaps, that they unduly re- 
strict the freedom of action which is gen- 
erally necessary and desirable, but these 
objections have not been too serious. 


During the war, however, as you all 
know, the Government passed section 
32A and there was a long debate in 
the House of Commons as to the pro- 
priety of this sort of law. The effect of 
section 32A was to make it possible 
for the Government to review any trans- 
action and decide that tax had been 
avoided and thereupon the Treasury 
Board, which is a committee of the Cab- 
inet, could levy whatever tax it thought 
was appropriate. Mr. Ilsley admitted the 
andesirability of such legislation in nor- 
mal times and pleaded with Parliament 
for its acceptance as an emergency war 
measure. At the time excess profits taxes 
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were at their peak and there was a prece- 
dent in similar legislation adopted in the 
British Isles. 


Creation of Uncertainty 

The effect of this step was to create a 
degree of uncertainty which, without any 
doubt, has had and continues to have a 
restraining influence on business transac- 
tions. I doubt if there was any single 
point in the whole law upon which the 
public were more unanimous in demand- 
ing a change. It was felt, with a return 
to peace-time conditions and less severe 
rates of taxation, that we should do away 
with this emergency measure and return 
to a condition where the taxpayer's lia- 
bility could be determined absolutely by 
looking at the law. 


One of the acknowledged aims of the 
Government in the rewriting of its in- 
come tax law was the obtaining of greater 
certainty, but when it came to deal with 
section 32A it went hard into reverse 
and the new law contains an extended 
and even more objectionable provision in 
section 126 than was contained in the 
old section 32A. Section 126 now 
reads in part ““Where the Treasury Board 
has decided that one of the main pur- 
poses for a transaction... . was im- 
proper avoidance or reduction of tax that 
might otherwise have become payable 

. it may give such direction as it 
considers appropriate to counteract the 
avoidance or reduction”. 


I think we must acknowledge that it is 
probably not possible to draft specific 
legislation which will thwart every effort 
at improper tax avoidance. I do sug- 
gest, however, that a general barrier can 
be erected which will stop the great ma- 
jority of it by legislating specifically as 
was done in the old Act in sections 13 
to 20. As matters stand, however, the 
penalty which the whole tax-paying com- 
munity has to pay to forge a weapon 
against the successful tax evader, and I 
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think a weapon of doubtful potency, is 
perpetual uncertainty as to its tax lia- 
bilities which may prove a_ serious 
obstacle to our future industrial develop- 
ment. 


Double Taxation of Corporate Income 

I think it is fair to say that by far the 
greatest part of this whole difficulty stems 
from the fundamental weakness in our 
tax method, whereby we attempt to tax 
income, first in the hands of the corpora- 
tion which earns it, and a second time 
when it is distributed to the shareholder. 
Until this is changed, we will have a 
steadily increasing problem of undis- 
tributed profits invested by shareholders 
of private companies through the plow- 
ing back of earnings. The Government 
has had to open the gates twice already 
to release the pressure—once in 1930 and 
again recently under the Ives Commis- 
sion legislation. The latter legislation 
dealt only with surpluses earned prior to 
the war period, and today the pressure is 
again building up through the accumula- 
tion of current profits plowed back on top 
of undistributed war-time earnings. If we 
can solve the problem of double taxation, 
once and for all, we shall have simplified 
to an enormous degree the whole ques- 
tion of tax evasion; the type of improper 
avoidance which will then exist will, I 
venture to say, be largely of a class which 
can easily be dealt with under specific 
legislation. The problem does not exist 
in England because there they have only 
one tax, nor does it exist in the United 
States because of their taxation of capital 


gains. I do not know what the ideal 
solution may be but I hope it may be 
found in some modification of the Eng- 
lish pattern, rather than by embarking 
upon the taxing of capital gains in this 
country. 


A Step Forward 


Taking everything into account, it 
seems to me that there has been a note- 
worthy improvement in our tax affairs 
during the past three years. The new 


law is in itself a great step forward and 
when we criticize its imperfections, we 
must have in mind the Minister's ack- 
nowledgment that he knows further im- 
provement is necessary and desirable. 


Another very favourable development 
is the change which is occurring in the 
administration of the Act. There is no 
doubt that the standard of competence 
and the morale of the Tax Division has 
increased considerably and it must be a 
matter of satisfaction to us that a career 
in tax administration is now an attrac- 
tive and worthwhile vocation for the 
qualified accountant. 


Lastly, I should mention what may in 
the long run prove to be the most sig- 
nificant change of all — namely, that 
public interest and understanding of the 
whole question of income tax has been 
awakened: the number of people in Can- 
ada possessing a good working knowl- 
edge of the subject has increased many 
times and in that direction probably lies 
the surest promise for the future develop- 
ment of a sound system of taxation. 
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v1 THE RECENT application of the 
Railway Association for a 30 per 
cent increase in freight rates, the Board 
of Transport Commissioners for the 
first time in the history of the regula- 
tion of steam railways in Canada took 
into account the effect of depreciation 
on railway rate levels. In fact, the 
testimony presented to the Board cov- 
ered several vital issues in accounting 
theory. 
Earlier Policy 

Prior to 1906 the Canadian Pacific 
appears to have had no policy regard- 
ing equipment worn out in service, 
presumably because it was a new road 
and substantially all the original units 
were still in use. After 1906 the com- 
pany followed renewal accounting,’ on 
rolling stock up to 1929, on depreci- 
able road property (stations, bridges, 
tunnels and the like) to July, 1942, and 
on non-depreciable road (track and 
ballast) up to the present. Under the 
renewal method a station which orig- 
inally cost $10,000 might require $15,- 
000 to re-erect at the then current 
prices. Actually it might be re-built of 


1Canadian railways appear to give the 
terms ‘renewal’ and ‘retirement’ a slightly 
different meaning than the generally accepted 


of “straight-line” depreciation 
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brick instead of wood or be made 
larger at a cost of $25,000. The in- 
creased cost ($10,000) due to the bet- 
terment would be charged to capital. 
The remaining expense ($15,000) in- 
cluding the extra cost occasioned by 
the higher level of prices would be 
debited to operating expenses. The 
original cost ($10,000) would be left 
unchanged in the accounts. 


From 1930 to December, 1939, in 
the case of equipment (rolling stock, 
shop machinery, etc.) the Canadian 
Pacific followed the retirement method. 
It charged to operating expenses the 
original cost of the old asset which was 
being replaced and debited capital with 
the entire cost of the new asset. This 
policy was adopted for several reasons. 
Due to the general rise in the price 
level, new physical assets cost much 
more than the original units which had 
become worn out. Expensive improve- 
ments were incorporated in the newly 
acquired assets in order to reduce the 
cost of operating them without neces- 
sarily increasing their capacity. Reven- 
ues fell so much during the depression 
accounting connotation. R. H. Montgomery, 


Auditing Theory and Practice, (New York, 
Ronald Press, 1940) pp. 489-90. 
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that the railway found it difficult to 
continue charging to operating expen- 
ses the full replacement cost of new 
assets which had the same capacity as 
the units they replaced. 


Present Policy 


Since 1940 in the case of equipment 
and July, 1942, for depreciable road 
property, the Canadian Pacific has prac- 
ticed depreciation reserve accounting. 
Unlike business generally, its annual 
charge is based on units of use, not of 
time.? On non-depreciable road prop- 
erty such as ties, rails, rail fastenings 
and ballast, renewal accounting has 
prevailed throughout. Railway officials 
said that they could not postpone re- 
placing these items very long. Though 
everyone knew that these types of 
property did depreciate, if track were 
well maintained there was no net loss 
in values. The clerical work involved 
in any system of depreciation reserve 
accounting for these assets would be 
stupendous. 


Witnesses said that the Canadian Pa- 
cific had changed to depreciation re- 
serve accounting because retirement ac- 
counting had looked forward to this 
method. Also the company realized 
that every business ought to state its 
accounts properly. During the war 
there would be no retirements in quan- 
tity because of the necessity of keeping 
all units of equipment in operation to 
handle the swollen volume of business, 
much of it of high priority. Under 


2 Straight line depreciation is followed for 
work equipment, for hotel property, and for 
the horses, trucks, office buildings, and other 
physical assets of the Canadian Pacific Ex- 
press Company, From 1934 to August, 1947, 
inland steamships were depreciated straight 
line but as they normally followed an identi- 
cal schedule year after year the charge would 
be the same under either method. Because 
the asset was fully provided for, depreciation 
on inland steamships was discontinued. 


these conditions it was impracticable 
to continue retirement accounting if 
the accounts were not to be greatly 
overstated. 
Provision of Reserve 

Upon adopting depreciation reserve 
accounting so late in its corporate life, 
the company faced the problem of pro- 
viding an adequate reserve. Hence it 
brought back onto its books in 1940 
the amount of $48 million for equip- 
ment and in 1942 a further sum of $74 
million for depreciable road. These 
sums had, under renewal accounting, 
been charged off against operating ex- 
penses or surplus prior to 1930 or 
1942. They represented part of the 
amounts by which the asset accounts 
understated the cost of the plant in 
service. In effect, the railway in 1940 
and 1942 had put its property invest- 
ment in a measure back to cost and set 
up the amount of the required adjust- 
ment in depreciation reserve. A rail- 
way witness stated that, additional to 
the $74 million above mentioned, a 
further sum of approximately $200 
million should be added to road. This 
represented capital expenditures in the 
period 1915-42 charged to operating. 
This amount was not subsequently re- 
instated on the books. 

In addition to the reserves set up as 
a result of the ‘write backs’, the com- 
pany transferred $20 million from sur- 
plus. The unexpended balance in an 
equalization account provided under re- 
tirement accounting,® some $8 million, 


8 In some cases a unit retired had not been 
immediately replaced for one reason or an- 
other and so the estimated cost of a unit 
comparable to that retired had been charged 
to operating and credited to a replacement 
equalization account pending replacement in 
due course. In this way the annual charges 
to operating had tended in rough fashion to 
be evened out over the years. This retire 
ment reserve was not intended to provide for 
the annual loss of serviceability but acted 
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was absorbed in the new reserve for 
depreciation. When depreciation re- 
serve accounting was begun, the rail- 
way had not tried to calculate the 
amount of depreciation actually accum- 
ulated nor estimate the probable re- 
maining service life of the plant in 
service. Instead it had set up token re- 
serves by re-instating some values and 
transferring reserves which were no 
longer needed. 

The railway adopted the user method 
rather than straight line because the 
former was more realistic, more tied in 
with what is really happening. All 
witnesses agreed that over the antici- 
pated life of the property both methods 
would bring the same result if each 
were accurately computed. Witnesses 
for the Canadian Pacific urged that an 
important difference between the two 
methods was that straight line charged 
in the accounts each year, whether 
good or bad, the same amount while 
user charged in relation to traffic. Un- 
der straight line a railway during a 
depression might not have enough 
earnings to provide for depreciation 
charges. If it were to get an increase 
in rates then, it might not be able to 
collect them and, if it did, the public 
would have to pay higher transporta- 
tion tolls at the very time when it could 
least afford to do so. The Interstate 
Commerce Commission had already 
found it necessary to postpone straight 
line depreciation during the financial 
stringency of 1933. The railway con- 
tended that in the long run the user 
basis was much more favourable to 
shippers and passengers since the 
charges varied with traffic levels. 

No witness for the Canadian Pacific 
knew of any other railway which had 
adopted user but the Interstate Com- 


merely as a cushion or buffer sometimes 
spreading the cost of replacement over a few 
years. 
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merce Commission had left the door 
open by allowing any carrier to adopt 
user if it could prove it was more satis- 
factory for its purposes than straight 
line. Up to the present no carrier has 
taken advantage of this opportunity 
but user is followed by many steel com- 
panies. To some extent also it is recog- 
nized by the Canadian income tax au- 
thorities inasmuch as they allow higher 
than normal depreciation when ma- 
chinery is used for extra shifts. 


Basis of Rates 

In setting user rates the railway took 
the estimated service life of each class 
of property in terms of use based on 
previous experience and divided this 
figure into original cost less salvage. 
After a careful study of the many tech- 
nical matters involved, the railway fin- 
ally arrived at rates of 4.1 cents per lo- 
comotive-mile for locomotives, 0.6 
cents per freight car-mile, 1.9 cents per 
passenger car-mile, and $108 per mil- 
lion gross ton-milest for depreciable 
road property. These rates, so the rail- 
way pointed out, have been unchanged 
since the inauguration of depreciation 
reserve accounting. They will, how- 
ever, have to be changed from time to 
time when new equipment has an en- 


*Gross tons equal tare weight of freight 
and passenger train cars plus net weight of 
freight both revenue and non-revenue in cara. 
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hanced (or reduced) value over the 
average price of the same property at 
the time the railway set the rates. 

The company believed that the an- 
nual charge for depreciation should be 
large enough to cover the higher cost 
of the assets purchased to replace those 
currently worn out. Money for re- 
placements must come from earnings 
or borrowings or both. The Canadian 
Pacific claimed it was desirable to meet 
the cost of replacements out of earn- 
ings in order to avoid fixed charges. 
In an old company like the Canadian 
Pacific only a relatively small amount 
is needed for additions and expansion 
of facilities. New equipment bought 
is almost entirely for replacing what is 
worn out. The new facilities are more 
expensive on account of the general up- 
ward trend in prices but they will not 
produce any more revenue than the 
worn-out units did. Under retirement 
accounting shippers paid enough to 
keep the property modernized. Under 
depreciation reserve accounting those 
who use the facilities should also pay 
for replacing units presently in service 
through current charges but not for 
any extensions that may be needed. 
Shippers must assume the burden of 
higher replacement prices if the trans- 
portation plant is to be kept in tune 
with the demands of the public. 

Canadian National 

The history of accounting for loss of 
serviceability on the Canadian National 
is much simpler than on the Canadian 
Pacific. On equipment its policy prior 
to 1940 was retirement accounting. In 
that year the railway foresaw that un- 
der war conditions retirements would 
be held to a minimum and that it was 
desirable to have the accounts of each 


Weight of passengers is ignored because their 
weight is negligible in comparison with the 
tare of the cars in which they ride. 


year bear their proportionate share of 
equipment retirement costs irrespective 
of the date of actual retirement. Hence 
it adopted depreciation reserve account- 
ing for rolling stock and floating 
equipment owned by its Canadian lines. 
The Canadian National was already 
following this procedure for its United 
States lines by order of the Interstate 
Commerce Commission. 


The depreciation rates on equipment 
made effective in 1940 were all straight 
line and worked out by various classes 
of rolling stock (e.g., steam locomo- 
tives 2.67 per cent; passenger cars 2.38 
per cent). They were set on a conser- 
vative basis with the intention that they 
would be reviewed from time to time 
and adjusted in the light of subsequent 
experience. It soon became evident 
that due to the heavy demands of war- 
time traffic there was rapid acceleration 
in depreciation and so the annual pro- 
vision for depreciation was increased. 
This was accomplished by maintaining 
the same relationship to traffic for each 
of the years 1941 to 1944 as subsisted 
in 1940. Under this arrangement the 
depreciation charges expressed as a per- 
centage of investment in equipment for 
the System rose from 2.64 in 1940 to 
4.31 in 1943 and 4.16 in 1944. Since 
equipment will be used less intensively 
after the war, effective January, 1945, 
the Canadian National applied to its 
total investment in equipment owned 
by its Canadian lines the average of the 
depreciation rates used by railroads in 
the United States, namely 3-1/3 per 
cent. This is a composite rate applic- 
able uniformly to all types of rolling 
stock and is, of course, on a straight 
line basis. 

On road property like stations, shops 
and bridges the Canadian National has 
continued to use retirement accounting 
except that on rails, ties and other track 
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material, it follows renewal accounting. 
Canadian National officials stated that 
they had not followed other carriers in 
their accounting methods because de- 
preciation reserve accounting for roadway 
assets constituted an important departure 
from a long established practice. Prior 
to 1943 United States railways as a whole 
had strenuously opposed the new method 
but their attitude was changed as a result 
of sharp increases in taxation of corporate 
income and excess profits. The Canadian 
National was not subject to such taxes. 
The company wanted to defer further 
consideration of the matter until the 
experience of other roads had become 
available. Its technical officers were 
too busy during the war to compile the 
necessary data and study it carefully. 
Provincial Opposition 

The seven provinces (all except On- 
tario and Quebec) which opposed the 
application of the Railway Association 
for an increase in freight rates attacked 
the depreciation policies of the Cana- 
dian Pacific with vigour. Because they 
argued that the high cost of the Can- 
adian National should not be used as a 
basis for rate-making, their criticism 
of depreciation was directed almost en- 
tirely toward the privately owned road. 
They took the view that if the life of 
an asset is over 70 years, no deprecia- 
tion need be provided and that in an 
old and mature company the “useful- 
ness [of depreciation reserve account- 
ing] is seriously limited if not, indeed, 
questionable”’*® for the reason that in 
such a concern there is normally a reg- 
ular series of replacements of property. 
Provincial witnesses also referred to 
the British Royal Commission on Taxa- 
tion (1920) which recommended that 
depreciation not be allowed on prop- 
erty with a life of more than a genera- 


5 Geo. O. May, Financial Accounting (New 


York, Macmillan’s, 1943), p. 118 
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tion. Though this recommendation 
was not accepted by the government, it 
was entitled to some weight. 


Called as a witness by the Canadian 
Pacific, Mr. May confirmed what he 
had written but asserted that the Can- 
adian Pacific had not yet reached a state 
of maturity, which he defined as a con- 
dition which exists when renewals 
equal exhaustion of assets. He said that 
in 1887, when the Interstate Commerce 
Commission was established, about half 
the present United States mileage was 
in existence. At that time the Cana- 
dian Pacific was in its infancy and in 
1942 when depreciation reserve ac- 
counting for depreciable road property 
was made obligatory in the United 
States, no part of the Canadian Pacific 
had been in operation 70 or even 60 
years. Consequently he felt that the 
passage quoted by the provinces had 
no applicability to the Canadian Pacific. 
In addition, railway mileage in the 
United States was being reduced at a 
relatively faster rate than in Canada. 
This, he said, was another proof of 
comparative maturity of the railway in- 
dustry in the two countries. Under 
cross-examination Mr. May admitted 
that he was not familiar with the dates 
of construction of some of the constit- 
uent companies of the Canadian Pacific, 
with the age of its rolling stock, or 
with the accounting methods of the 
Canadian National. 

The provinces pointed out that the 
Canadian Pacific had carried on with 
renewal or retirement accounting for 
over sixty years. In no previous rate 
case had it suggested to the Board that 
its current accounting method was un- 
satisfactory. It was significant that the 
company had not initiated depreciation 
reserve accounting until it had entered 
the lush war years. The new method 
was beneficial tax-wise because with 
user, depreciation charges increase in 
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almost direct proportion to the growth 
in gross revenues. It was surprising, 
so the provinces claimed, that the Can- 
adian Pacific had adopted depreciation 
reserve accounting 26 years after the 
United States in the case of equipment 
and six months before on road. 
Criticize Reserves 

The provinces also considered that 
the setting up of reserves on the in- 
auguration of depreciation reserve ac- 
counting by bringing back onto the 
books asset values written off before 
1930 or 1942 was unsound. Without 
making any charge to surplus other 
than the initial adjustments mentioned 
above, the Canadian Pacific had in the 
seven years 1940-47 built up its reserve 
for equipment to 62 per cent of book 
value of these assets compared with 50 
per cent on American roads which have 
been accumulating depreciation on 
equipment for 33 years. A witness for 
the company, on the other hand, was 
convinced that the rates presently in 
use are too low in view of the rise in 
the price of equipment. 

According to the provinces, the 
policy of the Canadian Pacific with re- 
spect to these reserves had serious im- 
plications for rate-making. The prime 
characteristic of renewal accounting is 
that it charges at the beginning of its 
useful life the cost of an asset put into 
service to replace one which has be- 
come worn out; of retirement account- 
ing that it charges the cost at the end 
of life; and of depreciation reserve ac- 
counting that it debits a portion of the 
cost annually during the life of the 
asset. The public had already paid 
through rates and fares for assets re- 
tired or renewed before depreciation 
reserve accounting was adopted. Now 
shippers and passengers are being 
asked to pay again for these assets 
through annual depreciation charges. 
In short, there is a double charge to 


operating expense. Further the “write- 
backs” are included in the rate-base on 
which the company suggested it should 
get a fair return. 


Replacement Depreciation Unsound 


It was unreasonable to contend, as 
the Canadian Pacific had done, that the 
annual rate of depreciation ought to be 
high enough not merely to pay for the 
original cost of the asset currently in 
use but for the cost of the asset which 
would eventually replace it, this re- 
placement cost being assumed by the 
railway to be higher than original cost 
due to the general rise in prices. De- 
preciation charges should be for assets 
currently being used and not for what 
may be used when the present assets are 
worn out. It is the task of the investor 
to supply the funds which are required 
for new assets. The purpose of depre- 
ciation reserve accounting is merely to 
insure that, so far as possible, the pres- 
ent investment will be preserved and 
that the user of the physical facilities 
will pay for the loss in values which is 
inevitable and which cannot be re- 
stored by current maintenance. Even 
if the railway position on this matter 
were to be accepted, it does not follow 
that the general price level invariably 
trends upward or that new equipment 
will have exactly the same capacity as 
that which it replaces. Prices some- 
times decline and new facilities com- 
monly have longer life, bigger capaci- 
ties, and lower operating and mainten- 
ance costs than the older equipment. 


Objection to User Method 


The provinces made a good deal of 
the fact that user method was not com- 
mon to business generally nor was it 
being followed by any other railway. 
They asserted that it was more difficult 
to calculate the proper rate under this 
method than with straight line for ac- 
countants and engineers have had less 
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experience with the former. Under it 
two factors need to be estimated, name- 
ly, amount of use such as locomotive- 
miles or car-miles, and length of useful 
life. The emphasis is on the number 
of units of use but some idea of life is 
necessary in order to calculate the 
probable output in service units before 
the unit or class of units needs to be 
retired. Under straight line, however, 
only life needs to be estimated. In ad- 
dition, as the railway itself had rea- 
lized, user basis does not automatical- 
ly adjust itself to increased values of 
new assets purchased, whereas under 
straight line the increased cost of assets 
adds to annual depreciation charges 
without any change in the percentage 
rate. This fact makes it easier for the 
regulatory board to police straight line 
than user. 


The provinces could not take a defi- 
nite position on the validity of the an- 
nual rates of depreciation actually 
adopted by the Canadian Pacific. The 
Board refused to accede to their re- 
quest that the railway submit as evi- 
dence the documents by which it ar- 
rived at the rates it did. The Board 
took this position because the docu- 
ments were voluminous and were not 
essential to the application for in- 
creased freight tolls. Nevertheless pro- 
vincial witnesses raised numerous 
queries. 

In the period 1920 to 1939 the rail- 
way's charges for renewals and retire- 
ments of equipment amounted to 2.69 
per cent of revenue, while for the six 
war years charges for depreciation 
totalled 5.12 per cent of the much en- 
hanced revenues of that period. One 
Canadian Pacific witness declared that 
this was due to the increased use of 
facilities during the war. Another 
stated that charges prior to 1940 had 
been inadequate and that the annual re- 
port for 1938 had stated that a change 
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in accounting methods was under con- 
sideration. Consequently the railway 
claimed, it was improper to suggest as 
the provinces had, that the method had 
been changed in order to take advant- 
age of income tax regulations. 


Salvage Values High 

Continuing their criticism of the 
rates of depreciation, the provinces 
pointed out that the salvage values 
actually received by the company were 
higher than those adopted in calculat- 
ing the user rate. After admitting that 
this condition may have been due to 
the war, the witnesses asserted that the 
life of the equipment appeared to be 
seriously understated in computing the 
user rate. The service life of a loco- 
motive according to a Canadian Pacific 
witness was 35 years, of a freight car 
28 years, and of a passenger car 34 
years. But the average age of passen- 
ger cars actually retired by the Cana- 
dian Pacific in the years 1940-45 was 
39.6 years. The average age of all locomo- 
tives in service on the Canadian Pacific 
at January 1, 1940, was 26 years and 
in 1947, 27.5 years. The correspond- 
ing figures for freight cars were 20.5 
and 23.5; for passenger cars 23.6 and 
29 years. As of January, 1940, over 
one-third of the Canadian Pacific's 
locomotives, nearly half its freight cars, 
and four-tenths of its passenger cars 
were of an age equal to or higher than 
the service life assumed by the railway 
in calculating depreciation rates. Al- 
though only 18 per cent of the freight 
cars of a group of strong United States 
roads were built prior to 1919, on the 
Canadian Pacific 52 per cent were in 
that position. 

Late in 1946 the company began re- 
building 52 locomotives of a certain 
class which had been purchased from 
1909 to 1914 and re-modelled in the 
early 1920's. The locomotives after 
the 1946 re-building would have a 
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larger tractive capacity than they had 
originally, and yet, according to the 
Canadian Pacific, their service life was 
only 35 years, i.e. from 1909-14 to 
1944-49. On shop and power plant 
machinery the Canadian Pacific’s de- 
preciation rate seemed to work out at 
an average life of 10 or 11 years; the 
“guide’ life of the Interstate Commerce 
Commission was 42.7 years; at the com- 
pany’s actual rate of retirements 1936- 
46 it would take 55 years entirely to 
replace the present machines. 


Rebuttal 


In rebuttal, the Canadian Pacific wit- 
nesses asserted that depression and war 
had compelled it to hold retirements 
to a minimum and this factor partly 
accounted for the relatively high age 
of present inventory. The provinces 
denied this because about 1214 per 
cent of the book value of this equip- 
ment as of January, 1940, had been 
bought in years 1937 and 1938. More- 
over, before the Senate Committee on 
Railways, 1938, the then president and 
the present chief engineer both de- 
clared that the property was well main- 
tained except for a little paint. 


Railway accountants stated that as a 
result of exceptionally good construc- 
tion or extraordinarily favourable con- 
ditions of service, a few units of a 
group will have lives much longer than 
the average. Therefore it is improper 
to judge the average service lives of a 
group by the date of acquisition of a 
few surviving, unusually hardy members 
of it. Moreover, it is erroneous to as- 
sume from exhibits showing the date 
of acquisition that the equipment in 
service to-day is really that of the year 
of original purchase. A locomotive 
bought in 1907 and re-built in 1922 is 
for all practical purposes 25, not 40, 
years old in 1947. Re-building was 
cheaper than buying new assets at the 
current level of prices. The provinces 


asserted that the re-building had been 
paid for by the shipper through operat- 
ing expenses. 

In any case, re-building of locomo- 
tives and cars is much less probable in 
the future than in the past. Present 
main-line equipment cannot be de- 
moted to secondary service because it 
is too heavy for the physical restrictions 
of rail and bridges, and tractive capa- 
city of modern locomotives is far 
beyond the needs of branch lines. Even 
more important, technological advances 
will soon render present equipment ob- 
solete. The use of light-weight steel 
in freight and passenger cars, diesels, 
the gas turbine and so on mean that 
the foreseeable life of existing equip 
ment or of new equipment that might 
be added immediately to inventory is 
definitely less than at any time in the 
history of railroads. 


Then, too, the user method tends to- 
ward longer life on the books of the 
company. “Useful life does not con- 
tinue until a property is absolutely use- 
less, nor does it end when it ceases to 
be the most useful available. Where 
between these two extremes, useful life 
ends is a question of judgment and to 
some extent of policy.”* In the last few 
years of its physical existence equip- 
ment is not unlikely to be used inten- 
sively. Eventually it will be used only 
occasionally, as at the seasonal peak of 
business. Under the user method, de- 
preciation is charged whenever the 
equipment is used at all. Accordingly 
it will be kept in the inventory for a 
longer time, its maximum period of 
usefulness, than would be the case un- 
der straight line. Under the latter the 
tendency is to take a shorter life, the 
period of maximum usefulness, to ac- 
cumulate depreciation then but to take 
the unit out of the inventory and dis 


® May, op. cit. p. 119. 
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continue charging depreciation as soon 
as its maximum usefulness is over. The 
difference in accounting methods ex- 
plained the apparent old age of Cana- 
dian Pacific equipment. 


The provinces argued that a long 
service life implied high maintenance 
charges and low rates of annual depre- 
ciation. The Interstate Commerce 
Commission recognizes this principle 
for it allows the Pennsylvania Railroad 
a longer life and a lower rate of de- 
pfeciation than other systems because it 
maintains its rolling stock in unusually 
good condition. But the Canadian Pa- 
cific charged more for maintenance in 
1946 than in 1939 after allowing for 
increased wage rates. These heavy 
maintenance charges reflected the old 
age of its equipment. At the same time 
it asked for a high rate of depreciation. 
The depreciation rate assumed a short 
life. Maintenance and depreciation 
charges taken together were excessive. 
Railway witnesses denied that one 
could legitimately compare the sum of 
the two items in one year with that in 
another. The two components are in- 
fluenced by entirely different factors, 
one by original cost, the other by cur- 
rent price level, the availability of la- 
bour and material, and by the ability of 
the railway to spare equipment from 
service. 


Real Nature of Depreciation 


The fundamental point, according 
to the provinces, was that depre- 
ciation is the loss of serviceability of 
an asset not restored by current main- 
tenance. Assets lose serviceability as a 
result of wear and tear, weathering, 
and obsolescence. The first factor is 
covered by repair and the latter two by 
depreciation. As both weathering and 
obsolescence are functions of time, it is 
essential that depreciation be on a time 
basis, that is to say, on straight line. 
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Expense for repairs, not provision for 
depreciation, take care of loss of ser- 
viceability through use. It is prepost- 
erous to assume, as the user method 
does, that a station, a fence, or a tun- 
nel depreciates on the basis of ton- 
miles over the system. User is basical- 
ly illogical. 

Nothing of the sort, the railway con- 
tended. The provinces, they said, mis- 
understood the true nature of depre- 
ciation reserve accounting. They were 
trying to link up what goes on in the 
property during a year, namely physi- 
cal change, with the financial accounts 
of the company. The essential feature 
in depreciation reserve accounting is 
not valuation or what occurs in an as- 
set during a given period of time but 
the allocation, in a systematic and ra- 
tional manner and in the books of the 
company, of the cost of tangible capital 
assets or groups of such assets, less sal- 
vage, over the estimated useful life of 
the assets. It is a process of alloca- 
tion, not of valuation’. Whether the 
annual apportionment of this cost is re- 
lated, more or less, to changes in an 
asset is comparatively immaterial, so 
long as the cost of the asset is recov- 
ered before its serviceability is com- 
pletely exhausted. 

Board’s Decision 

In its decision® the Board outlined 
some of the arguments presented on 
accounting methods. It seemed to be 
impressed with the fact that user basis 


does not clearly reflect the year-to-year 
changes in the investment account of 


7 J. G. Glassco, “Depreciation Accounting”, 
Canadian Chartered Accountant, October, 
1948, p. 173. 

8In re application of Railway Association 
for General Increase in Tolls, Bd. of Transport 
Commissioners, Judgments, Orders, Regula 
tions, and Rulings, (Ottawa; King’s Printer, 
1948) vol. 38, pp. 1, 31-35. 
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the railway for rolling stock or depre- 
ciable road property. Rates on the user 
basis needed to be constantly under re- 
view. The user basis for depreciable 
road property was much harder to ac- 
cept in theory than it was as far as 
equipment is concerned as there are 
numerous facilities within the ‘way and 
structures’ group of expenses such as 
crossings, and signs, power transmis- 
sion systems, bridges, trestles, stations, 
and office buildings which are affected 
by use by no more than 10 per cent. 

A study made by the Board indicated 
that had depreciation on rolling stock 
been in effect from 1933 to 1946, a 
fourteen year period made up of low 
as well as high traffic volumes, the effec- 
tive rate on the user basis for Canadian 
Pacific would have been 3.62 per cent. 
On United States roads the effective rate 
for the same period was 3.28 per cent, 
presumably on the actual or straight line 
basis mandatory in that country. For 
the Canadian National the effective rate 
would have been 3.09 per cent if depre- 
ciation accounting had been in use for 
the entire period. As the Canadian 
Pacific's user basis would have produced 
the highest effective rate, notwithstand- 
ing the fluctuations in traffic volume, the 
Board reduced the depreciation charge 
for 1947 by $2 million on equipment 
and by a similar amount on road proper- 
ty. These amounts, in the Board’s 


opinion, represented the excess of de- 
preciation charges over and above normal 
retirements. 


Decision Not Satisfactory 


It cannot be said that the Board's rul- 
ing was a final or even a satisfactory an- 
swer to the problem of depreciation. The 
Chief Commissioner stated that he “did 
not intend to enter into any extended 
discussion on the merits of the user basis 
and of the straight line method of de- 
preciation”. Further, while the Board in 
its decision stated that the Canadian 
Pacific had submitted exhibits to sub- 
stantiate the soundness of the rates it 
had established, the provinces in their 
appeal to the Cabinet asserted that the 
Board made no investigation of the pro- 
priety of the rates charged and had de- 
nied to the provinces access to the data 
and documents on which the Canadian 
Pacific has based its rates. In conse- 
quence, so they said, the Board had no 
alternative but to take an arbitrary fig- 
ure for depreciation or rather for the ex- 
cess of depreciation charged in 1947 
above the proper amount. The Cabinet 
has referred the provincial appeal against 
the increase in tolls back to the Board 
for re-consideration. The old straw will 
doubtless be re-threshed, but the import- 
ance of the subject to public utilities, 
general business, shippers and taxpayers 
justifies a searching enquiry. 














eee are many different kinds of 
fraud and several happy hours might 
be spent in drawing contrasts and dis- 
tinctions between them. The finest and 
most subtle distinctions are, however, not 
always the most useful ones, and I think 
the distinction for auditors to start with 
is that between fraud by a client and 
fraud against a client. 


Fraud by a Client 
Under this heading come manipula- 
tions of accounts with intent to produce 
false statements. The latter may be used 
to deceive shareholders, prospective in- 
vestors, banks, the tax authorities and so 
on. 


Fraud Against a Client 

This is the sort of fraud that occurs 
when an employee embezzles the client's 
funds. Detecting this type of defalca- 
tion is, in a sense, only a secondary ob- 
jective of the auditor. It is to most 
auditors less interesting than the ques- 
tions of standards of disclosure, account- 
ing theory and so on, that go with man- 
ipulation of financial statements on the 
grand scale. For that very reason, I 
think defalcations by employees tend to 
be discussed by auditors too infrequently. 


Auditing Against Fraud 


An auditor who fails to take proper care may be liable 
for failing to detect fraud in the accounts. The 
precautions he should take 
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By H. |. Ross, C.A. 


(Partner in P. S. Ross & Sons, 
Chartered Accountants) 


The Average Embezzler 


When a defalcation has been uncov- 
ered, everyone tends to be surprised that 
the particular employee should have been 
guilty. This is really absurd and it is 
impossible to approach the subject of em- 
bezzlement without first realizing that 
the average embezzler is not a criminal 
type. In other words, embezzlement is 
not a career. Most embezzlers are really 
interested in doing the job they are sup- 
posed to do and fall into crime inad- 
vertently — frequently merely intending 
to “borrow” money for a short period. 
This whole subject is admirably covered 
in a pamphlet entitled “1001 Embez- 
zlers”, issued by the United States Fidel- 
ity and Guarantee Company, with which 
you are all perhaps familiar. In this 
booklet there are many interesting statis- 
tics including the following — 

(a) In only 4.2% of the cases reviewed 
was the embezzler classified as a crim- 
inal type. 

(b) In 91% of the cases cash or goods 
were taken from funds that were 
checked by other people. 

(c) The average embezzlement had been 
running for two and a half years by 
the time it was discovered. 
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(d) The companies involved in these cases 
only recovered 50% of the total 
amounts embezzled — their fidelity 
bonds being inadequate to this extent. 
(Incidentally, someone has estimated 
that in 90% of embezzlements there is 
no insurance at all. It has also been 
estimated that businesses lose each year 
more through embezzlement than 
through fire), 

Auditors’ Risks 

We may now consider the auditor's 
position in relation to fraud in accounts. 
It has been fully established at law that 
the auditor is not a detective nor a blood- 
hound nor an insurer. He does not 
guarantee or even certify that the state- 
ments are correct. However, he may be 
found guilty of either fraud or neglig- 
ence. 

It is to be hoped that very little need 
be said about the auditor's liability for 
fraud. To become involved in a charge 
of this sort, the auditor would either have 
to be a party to the scheme, intending 
to profit by it, or else would have to 
display negligence so gross that he would 
be presumed to be implicated in the 
fraud itself. The precautions against this 
type of trouble are too obvious to re- 
quire much discussion. However, before 
leaving the subject of fraud by the audi- 
tor it might be well to remember that 
in a case of this sort the auditor might 
be responsible to any person who suf- 
fered through the fraud. This is unlike 
the case in which the auditor has been 
negligent, as he can only be sued for 
negligence by his client. This point will, 
it is hoped, be somewhat clarified by 
considering the subject of negligence 
more closely. 

Negligence 

It might be said that an auditor is 
open to a charge of negligence if he does 
not exercise reasonable care and skill in 
doing his work. This sort of definition 
is, however, somewhat too simple and 


there are many implications which te- 
quire consideration. 

The negligent auditor is one who has 
failed to comply with certain require- 
ments. These requirements may be im- 
posed either by statute or by a contract 
(written or verbal) with the client or 
again the requirements may merely be 
implied by standards of good auditing 
practice. 

(a) Statutory requirements 

In certain cases the auditor is governed 
partly by statutory provisions. Obviously 
any provisions of this sort must be com- 
plied with. This part of the question 
would seem to be quite straightforward. 


(b) Contract with client 

Here we enter a much more difficult 
field. In actual practice the terms of the 
contract with the client are seldom spe- 
cific. Indeed it is difficult to see how 
they ever could be. The case against 
an auditor for negligence usually hinges 
on whether or not he should have carried 
out some simple step in the course of his 
work or else on whether or not he was 
entitled to accept some explanation from 
one of his client’s employees. It is quite 
impractical that every single step in the 
audit programme should be agreed be- 
tween the client and the auditor. More- 
over, it is very doubtful whether the 
auditor would be protected even if his 
programme was approved in detail by 
the client. This is because in many cases 
it is up to the auditor to judge what steps 
are necessary. The fact that he has writ- 
ten instructions from the client will not 
always protect him as he has no right to 
act on instructions, however specific, if 
the instructions are not reasonable ones. 
it is even less feasible to provide an aud- 
itor with instructions so detailed that they 
will guide him in deciding how much 
reliance to place on each of the explana- 
tions he receives in the course of his 
work. 
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This point is perhaps worth some ela- 
boration. In the majority of audits, the 
auditor acts for the shareholders, but he 
rarely has any direct access to them, 
most of his instructions coming through 
the management, nowadays more often 
than not a different group than the share- 
holders. In no case would an auditor 
be entitled to limit his investigation on 
the plea of instructions from the man- 
agement if he felt that such instructions 
were not reasonable in the light of his 
professional knowledge. I might here 
digress to suggest an analogy. The audi- 
tor may rely in many respects on the 
approval of responsible officers of the 
Company. However, as an expert, he 
presumably has to be sure that such ap- 
proval could be reasonably effective. For 
example in a large company, the secre- 
tary-treasurer might initial all vouchers 
to indicate approval of them. If there 
were so many vouchers passing over his 
desk daily that he could not be expected 
to review them intelligently, the auditor 
would have to be cautious in relying on 
the approvals. 

Before leaving the subject of contract 
with client, it might be well to mention 
that in past cases the amount of the fee 
has frequently been accepted by the 
Court as an indication of the scope of 
the audit that was intended by the client 
but obviously this would not always 
be accepted as conclusive evidence of the 
terms of contract. 

(c) Standards of auditing practice 

In many instances the Courts have de- 
voted themselves to a consideration of 
whether the auditor acted in accordance 
with recognized standards of auditing 
practice. The trouble with this approach 
is, as you well know, that no one has 
succeeded in setting down clear-cut stand- 
ards of practice. There have of course 
been certain statements published on 
standards, notably in the United States. 
Furthermore, every text book on auditing 
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is, to some extent, a statement of auditing 
standards, but nothing so far drawn up 
has been sufficiently detailed or definite 
to guide the auditor in most of his prac- 
tical decisions. It is extremely doubtful 
whether detailed standards can be set 
down in black and white, or even 
whether it is desirable to attempt to draw 
up a code of practice, each specific rule 
tending to limit intelligent action by the 
auditor. However, one point to remem- 
ber is that in drawing up an audit pro- 
gramme, the auditor must not only con- 
sider what he thinks appropriate himself 
but also what the average professional 
man would do in the given circumstan- 
ces. 


(d) Accounting and auditing 


One important aspect of the law of 
negligence is that it works against the 
client as well as against the auditor. The - 
client is no more entitled to be negligent 
than the auditor. In fact it is well estab- 
lished that the primary responsibility for 
fraud in accounts rests with the client 
rather than with the auditor. This is 
only sensible as the client prepares the 
statements and the auditor merely re- 
ports on them and it is obviously more 
damaging to prepare a fraudulent state- 
ment than to fail to uncover fraud in 
auditing it. However, the point to notice 
here is that the auditor frequently acts 
to some extent in the capacity of account- 
ant. In a great many instances the audi- 
tor actually prepares the financial state- 
ments. He should remember that in 
doing so he is greatly increasing his re- 
sponsibility for the statements. Even if 
he merely drafts the statement for the 
client and the latter approves them, the 
fact remains that he has been acting in 
an accounting capacity and has thus as- 
sumed responsibilities beyond those he 
undertakes as auditor. 


One other point might be mentioned 
in passing. It has been well established 
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in Court that the wording of the bill 
to the client will not be accepted as con- 
clusive evidence — in other words, the 
client may be billed for services as audi- 
tor but, if the auditor has actually carried 
out some accounting for the client, he 
may be liable on that basis regardless of 
how he words the bill. 


(e) Suspicion 

One point is very clear-cut in the cases 
dealing with negligence. While the aud- 
itor is not required to approach his work 
in a spirit of suspicion, once his suspic- 
ion is aroused the complexion of the case 
changes entirely. While this is very well 
understood, it does raise many difficult 
practical decisions for the auditor. Any 
auditor is almost certain to encounter 
some circumstances at every stage of the 
audit which may either be very sinister 
or quite innocent. When some sort of 


irregularity is noticed, it is usually sus- 
ceptible to some quite straightforward 
The tendency is to accept 
plausible excuses from responsible people 
but it is well to remind ourselves that 
these cases, once they get into Court, bear 


explanation. 


an entirely different complexion. We 
should always be sure that our suspicions 
are not too difficult to rouse. It is 
notoriously easy to be wise after the fact. 
Let us remember that everything we do 
may be subject to second guessing in the 
cold, uncharitable light of the courtroom. 


(f) Duties beyond the scope 
of the laws of negligence 


Having dealt at some length with the 
question of negligence, it is perhaps well 
to mention that it would be a very 
poor sort of auditor who would set as 
his goal merely the avoidance of a 
charge of negligence. In other words, 
any auditor worth his salt would want 
to carry his work well beyond the point 
of merely avoiding legal liability. 


Audit Procedure 
In the fight against fraud, the audi- 
tor’s work might be divided into two 
categories. There is first of all the 
actual checking which he performs 
himself and there is, secondly, the in- 
terest he takes in the internal control 
embodied in the client’s accounting 
system. The latter is an aspect of aud- 
iting which has gradually become more 
prominent until to-day it is probably 
the most important part of auditing 
against defalcation. 
Some consideration should be given 
to each of these categories. 


Internal Control 

A review of the system of internal 
control is obviously most important 
but there are certain inevitable limita- 
tions to a system of internal checking. 
These should always be kept in mind. 
(a) Collusion 

To begin with any system of internal 
control rests almost solely on the dif- 
ficulties of collusion between em- 
ployees. In other words, the whole 
attempt is to see that each person's 
work is checked by some one else. Ob- 
viously it is a tremendous safeguard to 
have a system which prevents fraud 
except by collusion but it must never- 
theless be remembered that collusion is 
anything but an impossibility. In the 
cases analysed in the booklet ‘1001 
Embezzlers”, 10% involved collusion. 
(b) Other considerations 

It must also be remembered that no 
client operates solely to prevent fraud 
by its employees. The management 
has many other more important objec- 
tives to worry about. Frequently the 
requirements of internal control run 
contrary to one of these other objec- 
tives. It is often difficult, therefore, 
to arrange for the client’s accounting 
to be carried on in the most desirable 
way from the point of view of internal 
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control. Everyone knows the tiresome 
individual who always rises in a dis- 
cussion of internal control and asks 
what the auditor is to do when the 
entire accounting staff consists of one 
person; but the problem is more ser- 
ious than this. Even in a fair-sized 
office — employing say twenty or thirty 
on the accounting staff — it is fre- 
quently very difficult to arrange a di- 
vision of work which is completely 
satisfactory from the auditing view- 
point. 


(c) Cost of system 

It must be remembered that as the 
internal control becomes more elabor- 
ate, it is almost inevitable that ac- 
counting costs are increased. There 
are many cases in which this is a very 
serious consideration. 


(d) Conservatism 

Despite these limitations, the possi- 
bilities of internal checking should be 
fully exploited. The auditor should 
review the accounting system. Its 
strength will have a bearing on the 
work he will decide to do himself and 
he should be in a position to make 
useful recommendations for improve- 
ments. 

Before leaving the subject of intern- 
al control a warning on the dangers of 
overchecking might be apropos. There 
is a tendency for these systems to be- 
come more and more complicated and 
it should always be remembered that 
if three or four people are to check a 
transaction, each of them will be much 
less likely to do a good job than if 
solely responsible for the checking. 


Checks by the Auditor 
The work of auditing may be con- 
sidered as divided into three parts:— 


(a) Systematic checks 
Most of the work is devoted to cer- 
tain routine checks which make it dif- 
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ficult for a client or one of his em- 
ployees to manipulate the accounts. 
This is the type of thing the auditor 
does, for example, in reconciling bank 
accounts, checking postings and addi- 
tions, examining vouchers, etc. All 
auditors are incurably methodical in 
their work and need surely not be en- 
couraged to emphasize these systematic 
checks. 


(b) Other tests 


It is probably rarely that defalcations 
are pinned down by routine checking. 
They are discovered in most cases by 
being stumbled upon. No audit pro- 
gramme, however complete and well 
designed, can hope to catch an em- 
bezzler if the latter is aware of the 
auditing steps that are called for in 
the programme. It is therefore of the 
utmost importance that the programme 
should leave scope for different sur- 
prise tests each time the audit is done. 
These tests can be of infinite variety. 
The possibilities of percentage analyse 
are just beginning to be appreciated. 
Moreover there are many subsidiary 
records which can be used in devising 
fresh tests — receiving slips, customs 
entry forms, requisitions, purchase 
orders, etc. 


(c) Moral effect 


It is important to remember that a 
very substantial part of the auditor's 
work should be prevention rather than 
detection of fraud. Auditors tend to 
think mainly of those tests which lead 
logically to fraud detection. However, 
we should remember that to many of 
our clients the work of auditing is a 
mysterious business and many tests are 
extremely effective in a moral way even 
if, from a logical accounting point of 
view, they do not lead remorselessly to 
the uncovering of fraud. 





On Improving 


Corporate Financial Statements 


By Alan W. Bell, M.B.A., C.A. 


A substantial part of the public believes that reported 

profits are deliberately under-stated in published reports. 

What can accountants do to improve the standards of 
financial statements? 


LTHOUGH there has been some 

improvement in financial reports 
issued to stockholders during the last 
number of years, it is clear that much 
remains to be accomplished in this area 
of accounting. In the United States 
progress in this respect has been much 
more rapid than in Canada. But, even 
there, criticisms of published corporate 
statements are numerous and come from 
persons in many walks of life. In con- 
nection with profit and loss statements 
a poll conducted by the Controllership 
Foundation Inc. indicated that 45% of 
the public believe that reported profits 
of corporations are deliberately under- 
stated. A former Chief Accountant of 
the Securities and Exchange Commission 
writes: 


Personally, in view of the measure of 
social and economic responsibilities being 
shouldered by public accountants, I think 
it fair to ask this question: Is it any 
longer appropriate, if indeed it ever truly 
was, for an accountant when he knows 
statements are to be sent to public stock- 
holders or made available to the general 
public, to say with respect to a highly 
condensed balance sheet accompanied, if 
at all, by an even more condensed and 
incomplete income statement, that such 
statements “present fairly” the position of 
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the company and the results of its opera- 
tions? 


Need for Improvement 


There are those both in and out of the 
profession who are inclined to pay little 
or no attention to all the current discus- 
sions of financial statements which in- 
dicate a general dissatisfaction and mis- 
trust of information relayed to public 
shareholders through corporate annual 
reports. Most forward looking account- 
ants and businessmen, however, view this 
situation with some alarm. George D. 
Bailey, President of the American Insti- 
tute of Accountants, in the 1948 Dickin- 
son Lectures before the Harvard Grad- 
uate School of Business Administration 
says: 

So necessary is it to have adequate data 
on the functioning of corporations that, if 
corporations do not provide this informa- 
tion there is sure to be a demand that the 
government provide it, that the government 
take over the responsibility of interpreting 
to the public the progress of corporations, 
both singly and in the mass, I think there 
can be little question that, if a govern- 
mental bureau or agency has to take over 
the responsibility for corporate reporting, 


1“Recent Developments in Accounting”, 


William W. Werntz, The Accounting Review, 
April 1947. P. 138, 
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there will be a serious restriction upon 
the development of our American system 
of free enterprise.” 

What can we in the accounting profes- 
sion in Canada do to improve the stand- 
ards of published financial statements? 
Several alternatives are available: 


Minimum Standards of Disclosure 


(1) We can adopt a passive do- 
nothing attitude and attempt to justify 
our position by claiming that the state- 
ments are those of the corporation and 
that so long as they comply with the 
minimum requirements of the law, we 
can do very little except to try to encour- 
age better practices. An example of how 
effective this has been, and may be ex- 
pected to be, may be found by one ex- 
ample. In October, 1946 the Domin- 
ion Association of Chartered Account- 
ants through its Committee on Account- 
ing and Auditing Research published a 
statement dealing with the minimum 
standards of disclosure in annual finan- 
cial statements of manufacturing and 
mercantile companies. In connection 
with inventories the Bulletin states that 
“if any reserve is deducted from inven- 
tory value, the amount should be shown 
separately”. An examination of publish- 
ed financial statements issued since the 
above date clearly indicates that neither 
corporations nor the certifying account- 
ants have taken the above Bulletin at 
all seriously. And this is in spite of the 
fact that the Bulletin purportedly dealt 
only with minimum standards of dis- 
closure, and in spite of the statement in 
the Bulletin that “if in his (i.e. the cer- 
tifying accountant’s) opinion, a balance 
sheet, while conforming to the require- 
ments of the Companies Act, still does 


2 George D. Bailey, “Problems in Reporting 
Corporation Income”, Harvard Business Re- 
view, September 1948, P. 514. 

3 Bulletin No. 1, Committee on Accounting 
and Auditing Research, Dominion Association 
of Chartered Accountants. 
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not present fairly the financial position 
of the company, he will urge that fur- 
ther information be given or he will re- 
port to the shareholders on its shortcom- 
ings”. It is to be hoped that the en- 
dorsation of the above Bulletin by the 
various Stock Exchanges will have a 
salutary effect, but at best, one can ex- 
pect only a very slow improvement in 
financial statements to be the result. 


Change the Law 

(2) We can resign ourselves to a 
system of “accounting by legislation” and 
press forward with the study of proposed 
amendments to the Dominion Companies 
Act insofar as these relate to disclosures 
in financial statements. We cannot deny 
that something can be accomplished in 
this way. The writer is, however, in 
complete agreement with the views ex- 
pressed by George D. Bailey in the 
quotation noted earlier. Several objec- 
tions to accounting to a government- 
ordered pattern may be mentioned: 

(a) It is inflexible. 

(b) It places an important area of 
accounting in the hands of those not 
as fully qualified to deal with the 
problem as the profession itself. 

(c) It certainly would not increase 
the prestige of the profession, and 
would be indicative of a defeatist com- 
plex not entirely worthy of the pro- 
fession. 

(3) We can try to establish within 
the profession a general acceptance of 
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principles of accounting and of standards 
of disclosure in financial statements such 
that deviation by clients from these prin- 
ciples and/or standards would necessarily 
result in a qualification in our certificate, 
or even a refusal to certify in cases where 
the effect of the non-accepted practice 
would, in our opinion, make the state- 
ments misleading. In this connection 
we will do well to study carefully the 
“Tentative Statement of Auditing Stand- 
atds” which has been approved by the 
membership of the American Institute 
of Accountants at its 1948 annual meet- 
ing, especially insofar as it refers to 
standards of reporting. 
An Example 

Let us consider one example of the 
way in which this system of self-regula- 
tion might be worked out: 

(a) The Committee on Accounting 
and Auditing Research studies the 
question of provisions for future de- 
clines in inventory values and let us 
assume afrives at the same conclusion 
as did the similar committee of the 
American Institute. It issues a Bul- 
letin to the effect that such reserves 
are of “‘a nature that charges or credits 
to such reserves should not enter into 


determination of net income and that 
they should not be used to relieve the 
income account of any year.’’ 


(b) The members of the Dominion 
Association in general meeting adopt 
a resolution to that effect. By such 
adoption, the members agree that state- 
ments not conforming to the principles 
adopted will not be given an unquali- 
fied certificate. It might be advisable 
at the same time to include in our 
certificate the phrase now standard in 
American practice to the effect that 
the statements are drawn up in con- 
formity with generally accepted ac- 
counting principles. 

We must never forget that in our 
unqualified certificates we are saying to 
the world that, in our opinion, (not the 
management’s opinion), the statements 
are drawn up so as to give a “true pic- 
ture”. It is a professional problem and 
it is we who should make the decision 
as to what principles of accounting and 
what standards of disclosure are neces- 
sary in order that financial statements 
may present this “‘true picture’. 


* American Institute of Accountants, Ac- 
counting Research Bulletin, No. 31. 


PUBLIC REACTION 


Sitting on a street-car recently next to a stranger reading the January issue of The 
Canadian Chartered Accountant, we politely asked him how he liked the new cover. He 
turned back to it as if looking at it for the first time and answered, “Oh, I don’t care one 
way or the other. It's about as dull as it ever was.” A little later he remarked that Mr. Oliver 
Wellington's article was most interesting; and later still, with no warning — “but my wife 
thinks the cover is fine”. 

We recall some years ago helping a carpenter on a repair job being done on our 
house. One detail was given to us to do. After spending two hours on work which the 
carpenter would have completed in 15 minutes, we asked him how we were getting on. 
This brought the response, “Well you're gaining!” 

We also remember that one of our friends in Montreal told us in 1947 that what our 
magazine needed was sex appeal. We are in some doubt now after the incident in the 


street-car whether we have “gained”. 














Profits Tax, by Herbert Edwards, M.A., 
and Alan M. Edwards, B.Com., F.C.A. 
Gee & Co., London, England. Pp. 88 
(12/6d) 


This small volume presents in an il- 
lustrated form the provisions of the 
Finance Act, 1937, (which dealt with the 
levy of a National Defence Contribution 
concurrently with the Excess Profits Tax) 
revised by the Finance Act of 1947 and 
re-named Profits Tax. 

The Canadian practitioner will be in- 
terested in comparing this English Profits 
Tax with our defunct Excess Profits Tax. 
The Profits Tax is levied on incorporated 
business only; a certain basic income 
(£2,000 against our $5,000) is exempt; 
and an abatement, one-fifth of the excess 
of £12,000 over the profits (against our 
$25,000) is allowed where the profits 
do not reach this amount. Investment 
income is franked for the purpose of this 
tax. On the other hand, the English tax 
favors the non-distribution of profits by 
reducing the ordinary rate of 25% to 
10% upon amounts retained by the cor- 
poration. This policy is explained by the 
fact that in England double tax is gen- 
erally not levied and non-distribution of 
profits strengthens the economy, reducing 
spending money without reducing the 
normal tax collected by the Revenue. 
Special provisions are made for the re- 
muneration of directors who have con- 
trolling interests in the corporation. A 
working knowledge of the English tax 
system is, of course, required in order 
to appraise this volume explaining the 
intricacies of the Profits Tax. 

George Moller, C.A. 
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Costing For Control, by J. H. Burton. 
Gee and Co. (Publishers) Ltd., Lon- 
don, England. Pp. 91 (12/6d) 


The auchor, an expert in accounting, 
economics and administration, under- 
takes to survey costing of the type needed 
for control, for the industrialist and the 
high executive, rather than for the cost 
accountant. 

In the first part of his book, Mr. Bur- 
ton makes the point that costing should 
cover its own cost, i.e. ‘that the outcome 
of a full and accurate costing scheme 
is the showing of certain information 
about manufacture, selling, distribution, 
and — though often overlooked — ad- 
ministration and costing’. Especially in- 
teresting are the paragraphs on costing 
of construction, manufacturing contracts 
and the investigation of costing records. 
In line with the advance of socialization 
in Britain, the main directions of finan- 
cial control, by costing of departments, 
services and other non-trading activities, 
are covered. This includes the services 
of public bodies which in the author's 
opinion need and will need proper cost 
accounts to help management. Central- 
ization of costing as an aid in control 
and economy is advocated. The treatise 
deals, albeit concisely, with the audit of 
stocks and stores for financial accounts 
and the verification of the existence and 
ownership of stock-in-trade, and gives 
effective directives for the audit of cost- 
ing records. 

In the second part, the book deals with 
better control through proper records of 
assets, better control over pilferage and 
theft, better control through proper 
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stores keeping, profits and losses on 
stocks and stores, profits and losses in 
the buying department and, finally, valu- 
ing stocks on hand for income-tax pur- 
poses. In this part the author quotes 
extensively from the report on the Mc- 
Kesson & Robbins case. He argues in 
connection with inventory verification 
that “the auditor should be ready to test 
and to apply criticism but not to be 
drawn into a position which he could 
not truly fill and from which he could 
not, with dignity, recede”. 

The book can be described as an in- 
teresting attempt to sell the idea of cost- 
ing to executives and management. It 
should find many interested readers on 
this side of the Atlantic, and professional 
accountants may find the chapters on the 
audit of special cost accounts a valuable 
basis for a program in specific cases. 

George Moller, C.A. 


Efficient Business Management 
Through Budgeting and Budgeting 
Control, by J. E. Spinosa Cattela, Mem- 
ber of Netherland Institute of Ac- 
countants. Published by MacDonald 
and Evans, 1948, London, England, 140 
pages. 

Budgeting is explained as “a plan of 
campaign intended to substitute consid- 
ered intention for opportunism in man- 
agement”. The faster tempo of eco- 
nomic change, the uncertainty of political 
actions, the increased size of businesses, 
the achievements of scientific time and 
motion analysis in production manage- 
ment; all these factors have combined to 
increase the need for budgeting. 


The author was at one time the chief 
cost accountant of Philips’ Glowlamp and 
Radio Works, Eindhoven (Holland). 
Throughout his penetrating book he em- 
phasizes that budgeting is a different 
problem in each enterprise. The reader 
is supplied with factors to consider in 
preparing a budget, often illustrated by 
examples, but there are not the detailed 
schedules with accompanying instructions 
that often characterize books on the sub- 
ject. This is a book to interest those 
searching for new viewpoints in prepar- 
ing budgets or for those seeking to exam- 
ine the possibilities of control through 
budgeting. 

The final or master budget emerges 
from the recapitulation of a number of 
individual budgets. It is needed to co- 


ordinate all the budgets which are listed 
as follows: (a) The Sales Budget, (b) 
The Production and/or Purchase Budget, 
(c) The Stock Budget, (d)The Expense 


Budget, (e) The Financial Budget, (f) 
The Budget for the Purchase of Fixed 
Assets. The first three quarters of the 
book deals with factors to be considered 
in preparing the budgets. The rest of 
the book discusses the control of the 
budget through the comparison of the 
operating results with the final budget, 
the relationship of the budget to the 
bookkeeping, and lastly, the difficulties 
and dangers inherent in budgeting. 

This is an interesting, well written 
book which advocates the use of budgets 
as tools of efficient management; and it 
is short. 

F. H. Buck. 
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The Training of Accountants 

The Australian Accountant (Septem- 
ber, 1948) contains an interesting article 
by Mr. R. J. Chambers who discusses 
the question of what is wanted — train- 
ing or education. He stresses the desir- 
ability of a wider training and a more 
selective training for accountants, as a 
basis for a broader outlook on business 
and community life than narrow special- 
isation bestows. 

Accountants, and all people occupying 
positions of responsibility, are continuous- 
ly meeting novel combinations of factors 
already experienced, and situations in- 
volving altogether new factors: the very 
novelty of these situations demands an 
imaginative approach rather than uncrit- 
ical applications of outmoded procedures 
taught in dogmatic fashion, without the 
perspective which a study in derivation 
and development could give. 


Stale Figures 
We think that a paragraph in The Ac- 
countant (November 20, 1948) is very 
well done and that it also points a moral. 
Here it is: 
At the Dogs 
Pressure of space has prevented us from 
referring before to Wimbledon Stadium’s 
News Bulletin, No. 83, issued by the Pub- 
licity Departments of South London Grey- 
hound Racecourses Ltd. The bulletin 
gave us some amusement. On one side of 
the foolscap sheet we learned why Mrs. 
Regan’s greyhound, Sadowlands Delight, 
has gone off form: it has too many red 
corpuscles in its blood. On the other side, 
the company gives itself a pat on the back 
for its prompt accounting. On Ist Octo- 
ber, dog fans were informed that the com- 
pany’s directors—and incidentally the di- 
rectors of Southend Stadium Ltd.—would 
‘meet to consider the accounts for the year 
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ended 30th September, to announce profits’ 
—and presumably to recommend divi- 
dends. The Bulletin dilates on the ad- 
vantage of dealing promptly with the past 
year’s accounts, and points to the obvious 
interest shareholders in a public company 
have in this quick service. We smiled— 
but only to see this lecture on prompt ac- 
counting in this particular context. With 
the principle involved, we have the strong- 
est sympathy. Prompt accounting comes 
more easily to a greyhound racecourse 
company than it does, for instance, to an 
industrial concern with wide ramifications; 
but we see far too much of stale figures 
with other companies to feel any satisfac- 
tion with the present state of affairs. 


Published Reports 

The Economist devotes considerable 
space each week to the publication of 
(horrible word) “‘abridgements” of the 
addresses of corporation officers to the 
shareholders in annual meeting. The 
tenor of these addresses, apart from a 
few local allusions to the company’s busi- 
ness, is much the same. Dividends are 
held down by taxation, by the need for 
withholding funds for replacement of 
capital purposes and because the Govern- 
ment has requested that dividend rates 
be not increased. Occasionally, state- 
ments are made which are debatable, to 
say the least, and perhaps, as may have 
happened in the quotation that follows, 
it is the abridgement which produces an 
effect similar to the last line of a lim- 
erick. It is the unexpected which causes 
amusement. 

From the statement of the chairman of 
Roan Antelope Copper Mines Limited, as 
published in The Economist of December 
4, 1948, we quote: 
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I think it will be generally agreed that 
even on a conservative basis, the net re- 
serve position is satisfactory. Attention 
has recently been focussed in the press and 
elsewhere on the increasing difficulties 
which many companies have had in fi- 
nancing their replacement expenditures 
without having recourse to new issues of 
capital. We have fortunately been able 
to avoid this position so far because we 
have for many years past provided for 
future replacements on the basis of esti- 
mated future costs instead of only charg- 
ing depreciation on the basis of past 
costs, 

Furthermore, we have either used pre- 
war costs in valuing our copper stocks 
and therefore have not created book profits 
by writing up the stocks to current cost, 
or we have valued our stocks on a rising 
cost but have immediately eliminated the 
apparent profits resulting from the rise 
in costs. 

These two essential points of our fi- 
nancial policy have had the result, by 
comparison with other book-keeping 
methods, of depressing our published 
profits in order to maintain a sound 
actual cash position. 

The Board has decided to revert to the 
pre-war practice of issuing quarterly state- 
ments of production and profits. 

The same gentleman in speaking to the 
shareholders of Mufulira Copper Mines 
(as reported in The Economist of De- 
cember 11, 1948) says: 

Last year I reported that the City Com- 
missioners had dismissed the company’s 
appeal on the question of the method of 
copper stocks valuation and that we were 
considering an appeal to the High Court. 
After the fullest consideration and discus- 
sion with the company’s legal advisers the 
directors have regretfully come to the con- 
clusion that the prospects of establishing 
an error in law are so remote as not to 
justify an appeal to the High Court. 
Then, after dealing with Profit and 

Loss Appropriations, 
It is a matter of opinion as to how 


the net financial reserves may be calcu- 
lated from this balance-sheet. I think it 


will be generally agreed, however, that 

even on the most conservative basis, the 

net reserve position is not unsatisfactory. 

This matter is specially important under 

present conditions when the costs of new 

capital works are so greatly inflated and 
when there is so large a volume of such 
work ahead of the company. The replace- 
ments reserve now amounts to £1,600,000. 

The Board has decided to revert to the 

pre-war practice of issuing quarterly state- 

ments of production and profits before 
taxation. 

From the construction of the two re- 
ports, they are identical in wording for 
the most part, it appears that the com- 
panies are under the same management 
and have substantially similar undertak- 
ings. There does appear to be, however, 
some difference in accounting treatment 
of similar problems. 


Municipal Auditing 

We reprint, without comment, the 
whole of an editorial which appeared in 
The Orangeville Banner, one of the most 
favourably known of the Ontario week- 
ly newspapers, in its issue of November 
25, 1948. If this is a fair statement, it 
is an indictment of the Department of 
Municipal Affairs, which before the end 
of another annual period should give 
considerable thought to the matter. 


Municipal Auditing 

The Banner has been very busy for the 
last two weeks with the municipal work 
that precedes the annual nomination 
meetings. This work includes the print- 
ing of Auditors’ reports that are quite 
often put in book form along with the 
council minutes and other matters that be- 
long to the record of a council’s work for 
the year. To our way of thinking these 
Auditors’ reports are becoming more in- 
volved and less intelligible as the years 
pass. Twenty or twenty-five years ago lo- 
cal auditors did the auditing for most of 
the smaller municipalities throughout the 
province. They did the work efficiently 
for a modest remuneration and presented 
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reports that the average ratepayer could 
peruse and understand. Today chartered 
accountants are doing the work. Their re- 
ports cost the municipalities several times 
what the old reports cost and we are 
doubtfal if the ordinary, everyday citizen 
would understand one half of their con- 
tents. They contain very little about the 
expenditures of a township, town or vil- 
lage, except in a general way, for the re- 
ports are mainly a summary of the expen- 
ditures under various classifications. It 
is not any serious exaggeration to say that 
they are more remarkable for what they 
conceal than the information they reveal. 
The last straw came this year when the 
Department of Municipal Affairs devised a 
standard form which all municipal audi- 
tors are expected to use, whether the 
municipality is large or small. It may be, 
probably is, alright for arranging and 
classifying for statistical purposes the in- 
formation that municipal auditors are sup- 
posed to dig up and set forth in their re- 
ports, but so far as local municipal offi- 
cials are concerned it is a headache, and 
that goes for the unfortunate printers as 
well. What has the average rural mu- 
nicipality to do, for instance, with sub- 
ways, tunnels, viaducts, waterways, break- 
water and harbor development, labora- 
tories, golf courses, swimming pools, 
beaches and baths, museums, art galleries, 
etc. and yet these forms are cluttered up 
with questions relating to these and many 
other matters that are not likely to have 
any application outside the larger urban 
municipalities. We have always thought that 
auditors’ reports and all statements of a 
financial nature relating to municipal and 
other public business should be made as 
concise and understandable as_ possible. 
Evidently the Department of Municipal 
Affairs and the licensed auditors think 
otherwise. 


Turn-About is Fair Play 
The Australian Accountant (October 
1948) contains a report of the Jubilee 
Social Evening of The Commonwealth 
Accountants’ Students’ Society, which was 
founded on August 24, 1898. We con- 
gtatulate them. The report is humorous 


and well-written, withal showing what 
conscientious work was put into the ar- 
rangements for the dinner. Prizes were 
awarded to those instructors and others 
who had been of assistance to the mem- 
bers and the Chairman of the Board of 
Examiners of the Commonwealth Insti- 
tute of Accountants was presented with a 
report on the examinations, as follows: 


Report of Candidates to the Examiners 
Commonwealth Institute of Accountants 


The papers set were generally of fair 
standard and show improvement over pre- 
vious efforts commensurate with the 
greater experience of the examiners. 

There are a number of points, how- 
ever, calling for comment. 

1. Brevity may be the soul of wit, but 
brevity in the time allowed to answer the 
questions is not funny. Examiners should 
remember that the candidates have not the 
advantages of the examiners in knowing 
the answers in advance. 

2. The questions are theoretical rather 
than practical. We require knowledge 
for daily use; therefore questions such as 
(a) the concealment of profits; (6) how 
to swallow one’s spittle on the arrival of 
a taxation investigator; (c) how to market 
on the black; (d) how to pad an expense 
account, would be of immediate and tan- 
gible value. 

3. Your last report states “It is again 
recommended that candidates study closely 
the model answers published in “The Aus- 
tralian Accountant”. Good; but they are 
produced too late to be of value at the 
examinations. This needs only to be men- 
tioned to be corrected. 

4. You say, too, Commercial Law II— 
“This on notice of dishonor of a bill, was 
very well answered.” Why not! We an- 
swer from experience, 

General 

It is said that a coach and four horses 
can be driven through most things; our 
failures must therefore be ascribed to the 
employment of a slow coach, 

Well, here’s hoping to NOT meeting 
you again. 

We are, etc. 
P. B, CANDIDATES. 











Letters From Readers 


Disagreement on 
Municipal Accounting Practices 

Ottawa, December 23, 1948. 
Sir: A reader of my article on “Institution 
Funds” in the April, 1948 issue was kind en- 
ough to send me a dossier in which certain 
municipal accounting practices were discussed 
without reaching complete agreement. 

It might be helpful to point out that many 
differences of opinion as to the correct pre- 
sentation of accounting statements could be 
straightened out if the purpose for which 
the particular accounts are prepared were 
given primary consideration, 

To take up a sample question: “When pre- 
paring an annual statement of the revenues 
and expenditures of a fund, is it correct to 
bring forward a surplus accumulated during 
the operations of a previous year?” 

The approach might be as follows: 

“What purpose have we in mind when pre- 
paring the statement?” 

“Are we going to compare current reven- 
ues with current expenditures?” 

“Do we also want to know the financial 
position of the fund after considering all ac- 
cumulated revenues and expenditures to 
date?” 

Similarly, when dealing with the annual 
profit and loss statement of an industrial en- 
terprise: 

“What is the purpose of the account?” 

“What is the profit or loss from industrial 
operations? . . . from operations in connec- 
tion with the financing of the enterprise? 
. . « from changes in the current monetary 
values of materials and services and from 
other economic casualties brought about by 
new customs and methods?” 

Once the purpose is defined, the account- 
ing system becomes a matter of routine and 
technique. 

If it is the purpose to prepare a statement 
for the prospectus so that a prospective share- 
holder may be encouraged to invest in an 
enterprise which is currently operating at a 
loss, the accounting system may include a 
means of bringing some of the “special 
credits”, accumulated in the past, inte the 
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profit and loss account of the current period 
—a conservative practice, justified by trade 
cycles, according to one of the proponents of 
the idea. 

But anybody with a purpose of this nature 
in mind would be advised to turn up Volume 
21 of The Canadian Chartered Accountant 
and read about the well-known Royal Mail 
Steam Packet case, 

Montacu CLEMENTS. 


Simplified Form of Financial Statement 
Montreal, Dec. 6, 1948. 
Sir: I read with particular interest the 
article entitled “What’s the Matter with our 
Balance Sheets”, by Mr. N. R. Moran, which 
appeared in the November issue. 

The presentation of financial statements has 
for a considerable time been the subject of 
long discussions amongst the members of our 
profession. It is very interesting to note that 
someone has put into print some concrete 
suggestions for their presentation in some 
form which would be more easily understand- 
able by the layman. 

Sometime ago, I devised a simplified form 
of monthly statement for the Directors of our 
Company somewhat along the lines that Mr. 
Moran suggests. (See opposite page — Ed.) 
Possibly, I have gone a step further by show- 
ing comparative figures. I invite comments 
from other members as to the advisability of 
adopting some similar form of statement for 
presentation to shareholders. 

Some American firms have adopted compar- 
able forms and I am of the opinion that the 
time is fast approaching when there will be 
a general revolution in this line. Some lay- 
men seem to take extreme views on the matter 
to the extent of cluttering the accounts with 
all sorts of fancy descriptions which would 
be the envy of comic writers. 

If the profession is to continue to guide the 
business man in the presentation of accounts 
and guard him against subjecting them to 
ridicule, the members must join in their con- 
certed efforts to prepare some simple form of 
statement easily understood by the layman. 

H. A, LeBuanc, C.A. 


Letters From Readers 


ROLLAND PAPER COMPANY LIMITED 
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Marketable Securities 


A/Ca. Rec, Trade Less Reserve 

A/Cs. Rec. Other 

Inventories 
a etl eta 

Current Liabilities 

Loans Payable 

Accounts Payable 

Accrued Charges 

Bond Interest Accrued 
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Provision for Taxes on Income 
Other Taxes Payable 
Dividends Accrued-Pfd. 
-Com. 
Ist Mtge. Bonds Due Within 1 Yr. 




















Working Capitel 
Other Assets 
Repeir Parts Wires & Feits 








Contracts Receivable 


Refundable Portion of E.P. Tax 





Miscellaneous 


Fixed Assets 


Bldgs. Mchny. & Equipment 
Less Reserve for Dep. 





Land 


Water Power 


Trademarks 
__Deferred Charges 
Insurance & Taxes 
Bond Disc. & Exp. Less Written Of 
Comm. on Pfd. Stock Less Written Off 














Working Capital & Other Assets 
Less Ist Mtge. Bonds Series “A” 








Net Assets 
Derived From 
Preferred Stock 








Common Stock 








Surphus 


FINANCIAL POSITION 














The Students’ Department 


J. E. Smyth, C.A., Editor 





NOTES AND COMMENTS 


W* HAVE recently been reading 
R. M. Jackson’s The Machinery of 


Justice in England (Cambridge England, 
The University Press, 1940); and think- 
ing our readers might appreciate a little 
variety once in a while, it occurred to 
us that here was something different to 
talk about. 

What we really propose to do is to 
quote at some length the details of an 
extraordinary case cited by Professor 
Jackson. It is a case that illustrates how 
court costs may sometimes come to as- 
sume an importance far greater than the 
issue originally at stake in the dispute. 
Before proceeding with our quotation 
however, one of the terms used possibly 
calls for a little advance explanation. 
We refer to the term “payment into 
court”, 

It is possible for a party who acknowl- 
edges a liability of a certain amount and 
who has tendered it to deposit the sum 
with a court official if the other party 
refuses it and commences an action, ‘‘as 
a security against costs” as is said. Then 
any litigation initiated after that time by 
the other party will be at his own ex- 
pense — except where the amount award- 
ed by the court exceeds the sum de- 
posited. In this way the law provides 
a means by which a person making a 
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proper tender of payment need not be 
prejudiced by an obstinate or unreason- 
able creditor. It follows that if one 
admits a liability for, say, damages of 
$500, he may pay that money into court 
in the event the other party refuses to 
take it and sues him for a larger amount. 
In the action itself the plaintiff will be 
concerned of course to establish a case 
for damages in excess of $500. If he 
can do so, the defendant as the unsuccess- 
ful litigant must generally bear the court 
costs. If the plaintiff fails to do so how- 
ever, though he is awarded some dam- 
ages (less than $500), he must bear the 
costs of the action he insisted upon. 

We think the point of the case will be 
quite apparent without our going into the 
difference between conversion and in- 
fringement (assuming we could explain 
the difference anyway), so here it is as 
cited in a footnote to page 245 of The 
Machinery of Justice in England. 

“The case of Sutherland Publishing 


‘Co. v. Caxton Publishing Co. may be 


studied. The plaintiffs owned the copy- 
right in a work entitled “Heating and 
Ventilating”. They sued the defendants, 
alleging that in a book called “Modern 
Plumbing” the defendants had infringed 
their copyright. The plaintiffs claimed 
damages for infringement and damages 
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for conversion under the Copyright Act, 
1911, section 7. The defendants admit- 
ted infringement and offered to submit 
to an enquiry for damages, but denied 
that the plaintiffs could get damages for 
both infringement and conversion. This 
point came before the court (1936); the 
High Court found for the defendant, but 
on appeal the Court of Appeal found for 
the plaintiff. The case then went back 
to the High Court for damages to be 
assessed on the basis that the plaintiff 
had two heads of damages. This hear- 
ing took ten days, the judge eventually 
fixing the damages at £150 for infringe- 
ment and £50 for conversion. The de- 
fendants had, however, paid £251 into 
court at an early stage of the dispute, a 
fact of course known to the plaintiff but 
not known to the judge. The result was 
that the defendants became entitled to 
the . . . costs incurred since the date 
of payment into court. The plaintiffs then 
appealed to the Court of Appeal, and the 
defendant cross-appealed. As Mackin- 
non, L.J. said, “It is obvious that by this 
time the costs of litigation were far more 
a matter of importance than any vindica- 
tion of the originality of the literary 
work entitled “Heating and Ventilating”. 
If the plaintiffs could induce the Court 
of Appeal to put the damages at more 


than £251 then the plaintiffs would get 
. . . costs for all the hearings, whereas 
if the defendants could induce the Court 
of Appeal to leave the figure at £200 
(the .cross-appeal to reduce the figure 
being perhaps a tactical move) then the 
defendants would get the costs. Mac- 
kinnon L.J. spoke of winning or losing 
the “costs game” and observed that “the 
spice of a gamble may now be added 
to the joys of litigation”. The Court 
of Appeal (Mackinnon L.J. dissenting) 
raised the damages to £495 with the con- 
sequent order for costs against the de- 
fendants. The defendants then appealed 
to the House of Lords. The House of 
Lords discharged the order of the Court 
of Appeal and restored the order of the 
trial judge, thus bringing the damages 
down again to £200; the order as to 
costs took account of the defendant's 
cross-appeal, so that finally the defend- 
ants were given the bulk of the costs 
in the courts below and two-thirds of 
the costs in the House of Lords. The 
amount of the costs must be far greater 
than the sum in dispute and neither party 
can have gained anything. Yet the plain- 
tiffs had a genuine grievance which the 
defendants tried to meet in a reasonable 


way. 


CORRESPONDENCE 


Saint John, N.B. 
Sir: For some time your correspondent has 
intended to write you with regard to a prac- 
tice which has become quite common in the 
preparation of the yearly examinations. 

The practice in question has been in style 
for a lengthy period — I refer to the use of 
letters, words and phrases so arranged as to 
imply that the questions had .been prepared 
by a professional comedian with a keen sense 
of humour. For example: Mr. C. U. Later, 
The S A D Company, Harris & Worry Com- 
pany, O. Faith & I. Hope — among others 
mentioned in the 1948 uniform examinations. 


During my student days I treated all exam- 
inations with a maximum of respect — feeling 
that these tests were prepared by responsible 
members of the profession for the purpose of 
judging my technical qualifications and knowl- 
edge of the required subjects. Your corres- 
pondent could see nothing amusing in these 
examinations, too much depended upon a suc- 
cessful result, and therefore the matter of 
passing became a matter of serious concern. 

Would it not be advisable for us to have 
a “New Look” in examination terminology to 
the extent that intended firms and jokes would 
be eliminated from the examination material? 

J. E. Howes, C.A. 
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A Problem for the Consideration of Those Interested in Cost Accounting: 


Jones & Co. manufacture a single uniform product. The standard unit cost of 
the product is computed as follows: 





Raw materials 100 Ibe. @ .30c a We nnn. cececcccsssceeseeees $30.00 
Direct labour 40 hours @ .90c an hour ...0..........0.cceceeeeeees 36.00 

Factory service 
Fixed 40 hours @ .20c an hour... eeeeeeteeeees 8.00 
Variable 40 hours @ .40c an hour oo... 16.00 
$90.00 





The unit cost for fixed factory service above is based upon “normal” plant 
operations. ‘Normal operations” are taken as the labour of 1,000 employees each 
working 8 hours a day, in all producing 200 units a month. 

During the month of January 1949 150 units were completed. At January 1, 
1949 there were 20 units on hand 50% completed as to materials and labour, and 
at January 31, 1949 work in process consisted of 40 units 60% completed as to 
materials and labour. 

Labour time for January was 7,200 man-hours. 

Fixed factory service costs for January were $1,580 at actual prices. 


Required: (a) Loss from idle capacity 
(b) Fixed factory service price variance 
(c) Fixed factory service efficiency variance. 
(Our suggested answer will appear in next month’s issue.) 


Problems and Solutions 


Solutions presented in this section are prepared by practising members of the several 
provincial Institutes and represent the personal views and opinions of those members. They 
are designed not as models for submission to the examiner but rather as such discussion and 
explanation of the problem as will make its study of benefit to the student. Discussion of 
solutions presented is cordially invited. 


Problem 1 
FINAL EXAMINATION, DECEMBER 1947 
Accounting IV, Question 3 (30 marks) 


The pre-closing trial balance of the Promotion Association at 30th June 1946, was as 
follows: 


I a eA a a lt | sanke bu aasnsbvobabbencuanvenniineebonsto $ 6,200 

enn RIN si sarcastic cock sxacannsosconetncnsbosvonscnvencdsttabsantsene 11,250 
RMI III i sccccscensncrecteccrcssonsonaténnceces sassensctcs 625 

Inventory—Printed bulletins 31st December 1945 ..........:csssssecssesseresseessensenennens 20,800 

RUNNIN Ss 555s snc eas occateccatuiAoticsus season niovedtnonearecactonassabucsomevatin’ 200 

PPE OID cx hctcccs snsccevsscnssccisionsssenssncboetbapsnenbessnsscobvostopuvnteansenseiasbsvisceepsecnabenbbates 15,000 

I as anata bss connie nnlnncaalisondoasi ea anndieacostesnasiaabacuiios 5,400 

Prepaid insurance ........c.sccssssssssscesscesencsssessesonescossaneeneconssnenonssancsneconssessonssenesessneeceesces 70 

PRIS I ccs ssa nih iesasnets nes enssnnsnisabecbinniticcaacientnaesenieensisisdicias $ 2,700 


NG Tie RNR i iciissstssincsseisnscsrsiesonsncsesibeseaaaaancaictastebattomahbaaieine 
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Seeieppaies ian Someta WON sss eke ecient asiceasctbti 37,128 
NORD NNN I ia ses ccandvsacciscscsoaspleceathcdancphaesiccomoiaeleenaaies 32,500 

TEMME MUIR sti sicN cassis ts snactanesaseca ani saesstibbedetaesirncenieasaic aces siates 1,500 
eM NN plese sacksc scan sosdveh cabs cdstu na scsme ens bacispn es socboctisacessoactbcpcbls 4,442 
I I acc hts cael enyipiksasaliadpeccidapni 3,250 








IT NR NEN 5 soso caclseacasircn espouses accecebsaicesad cacsaebadadanccdiccs 300 


I a asics cases cnc uaceic cisco cntaee nanan bsadansscvnsscsccoonctataacaate 10,000 
MPN => UMNO co sso5d sas asscacecesnascoshcessisb sascha Saasduliclaccssasceibieissulcionioiia 10,800 
MOMS NINO ssa 6 0a sd aeu cess cosceeyn contr siosksaoesecaandhascchaeachdabal eda cesses a Paaiadaaiige aed 2,455 
NPN MA OND ests tecincs scents saan cecou pend sUick zest cae abe ances anata abahasniicae 270 





$ 83,070 $ 83,070 











The profit and loss account for the year ended 31st December 1945 as disclosed by the 
books was: 





IIIS IN ORS go a a a el $ 38,000 
PGRN IENNN ARMIN OPIN 5 og sc ds ccqecbcatacctcns oi ndabtadecceupstecceMbSicaiaisy alae ekastemaabaiee ies 400 
I ea 9,840 
PNR NI sa cacascsc seca ciccennssc sae sccénnpsocenssiaslobcnktavete'Sasas spstasiissasabsilecachaasaipsbiaias 4,450 
INU ANN RIND seas vcd cca secant decide accu sats Goisih sca begsapeatansctivhndeeosadataantes acseteacinone 700 

$ 53,390 


Cost of bulletins: 
RRRUDICOE 10 SONUUNY: BOGS 5cccahs bs sccccconses cas ctccaecasoenteivsceniccesshspoctaccnvvosececriaes $ 17,600 




















Printing bulletins 21,600 
Binding bulletins 900 
$ 40,100 
Less inventory bulletins 31st Dec. 1945 ........ccscsccsssecsssscsssscsscssssscecsecscsecseces 20,800 
$ 19,300 
Expenses: 
MIN ScSecas cesses sssicseasecncceudctccsepcacssesecascbcsssSctesctabcbaesh escoyiteschavsasaccabcenasesaysizebissint 17,700 
Office expenses 2,600 
NN isis cae scaccad sss saa asncs taco ea cnincica at napa eens 525 
40,125 
ee ee Dr IR acess eit sic rsa $ 13,265 








The Association engages in various activities, principally the publication of monthly 
bulletins containing data of permanent interest to its members. These bulletins are printed 
by outside printers and are mailed each month to the members. At the end of the year, 
additional bound volumes of the twelve issues are available to the members at $8.60 per 
volume, while extra copies of the monthly bulletin are sold at 50 cents each. 

The membership dues are $10.00 per annum, payable in advance, and it is customary 
to charge the members the full year’s dues on Ist January each year. All dues for the year 


1945 are paid. 
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Inventories of bulletins and bound volumes (by quantities) on hand at closing dates were 
as follows: 





Bound 
Bulletins Volumes 
I ds ices sbabebbace 17,300 1,900 
3lst December 1945 
ET Oe RTO TE REET RCE RT 16,900 1,500 
1945 Issues 10,400 300 
30th June 1946 
a Sree 16,700 1,380 
9,900 250 





11,000 
The cost of printing is 30 cents a bulletin and the cost of binding $3.00 per volume. 


During the period under review, 6,000 copies of the bulletin were printed each month. 
The liabilities at 30th of June 1945 are all recorded. 


Required: 
(a) Balance sheet at 30th June 1946. 


(b) Corrected statement of income and expenditure for the year ended 3lst December 
1945 and statement of income and expenditure for the six months ended 30th June 1946. 


Solution 
PROMOTION ASSOCIATION 


Statement of Bulletin Sales by Quantities 
Ist January 1945 to 30th June 1946 


Issues 
1944 1945 1946 
Unbound Bound Unbound Bound Unbound 
Inventory Ist Jam. 1945 ........ccccssssessseees 17,300 1,900 
Printed BND sieecscncitesouibansiec 72,000 
Bound SNEED eecrasiecscoutpubndicaes 3,600 300 
17,300 1,900 68,400 300 
Less 
Distributed 1945 — 3800 per month 45,600 
Inventory 3lst Dec. 1945. ......ss0 16,900 1,500 10,400 300 
16,900 1,500 56,000 300 
Bae arn DES. ssciinsssnsinscssscsenstviassareesace 400 400 12,400 —_— 
Inventory Ist Jan. 1946 ........0cesereesssreees 16,900 1,500 10,400 300 
IE ini cctassaastilacsennisianalclNealacéinbiadenines 36,000 
Less 
Distributed 1946 — 3290 per month 19,740 
Inventory 30th June 1946 .....s.ccsse 16,700 1,380 9,900 250 11,000 
16,700 1,380 9,900 250 30,740 
Sold to 30th June 1946 ..rccccsccccscccrssssseseeee 200 120 500 50 5,260 
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Statement of Sales by Quantities and Amounts 
31 December 1945 30th June 1946 
Quantity Amount Quantity Amount 
Unbound Bulletins 


S008 lee 506 GH one 400 $ 200 200 $ 100 
ae te Ole GE ea kioeictnsae 12,400 6,200 500 250 
I CE NO NE ices heii. atinar ” GES 5,260 2,630 

Bound Volumes 
19646 Tentaw QBIGO Gale oi. scccsccisensesscsccsiscsinscencicccs 400 3,440 120 1,032 
ED EE NUNN HD iiiiimnininiinnn aie “Sse 50 430 
$9,840 $4,442 








Statement of Cost of Bulletins Sold and Distributed 
31 December 1945 30th June 1946 
Quantity Amount Quantity Amount 


Unbound Bulletins 





Re NS Pe NEN Socoisin ecco 400 $ 120 200 $ 60 
Die HUG TE GOON ciceissiictsn nities 58,000 17,400 500 150 
I I AN a ar areas 25,000 7,500 

Bound Volumes 
RP NS RE CED wsicick aN lansccccsseccxsonveesenesseiciats 400 2,640 120 792 
SOSS Teen SRC COON stcciiiitiicotinnin ote  Saeaw 50 330 
$20,160 $8,832 


Computation of Inventory Values 

31st December 1944 
17,300 Unbound Bulletins at $ .30 
1,900 Bound Volumes at 6.60 





Ruvediicy’ Slat? PSR TOG acs etec Ri cnctitenscactnRaliactstendcaciseacatoaiees $17,730 

31st December 1945 
1944 Issue—16,900 Unbound Bulletins at $ 230 ......ccscoccccsccocsreccsseccssosscocesessecseccscoessess $ 5,070 
1,500 Bound Volumes I ais cciccae icant reeeapnesceemelmees 9,900 
FOES Fese— 2 Ciieend TTRIS 80D oiciierinctccscicricdceesicbccn 3,120 
300 Bound Volumes RR IID sis vauisndi csc eanspncbbesbbsleiatnnctensamcneasaeasens 1,980 
Inventory Slet December 1945) ..c..cscsccsccssssssssccsssscosccsoscsonsssoncssseossnczscnsssbs $20,070 

30th June 1946 

1984 Teoe—1G, 700 Uniboenid Betietats 06-3 BD sccisctssiesssiscssscscrstistacassapnciciniotmess $ 5,010 
1,380 Bound Volumes Re OD wincccccusitbiniissidienicceictlianidaiahiniats 9,108 
1945 Tesue— 95900 Unbound Bulletins at BO) cccssccccsisicsccscsstssiccssviciesenvsessectsiativissiabess 2,970 
250 Bound Volumes OR I icici clesncsiecsicnbeasaiaaieehcammagataniacea 1,650 
1946 Issue—11,000 Unbound Bulletins at 30 .....c.ccccc.sccccossscssessscoescsescosesessoscesosccsecs 3,300 
Inventory 30th June 1946. ........c.csccsssccscscsscrescsscerossssesegnesesecceseserssoeocsssess $22,038 
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Adjusting Journal Entries 

I ica aoe ar chances ovkecodceaseeenoctstbenovisbdhesnovansbassieuntsncse $13,265 

Profit and Loss 1945 $13,265 
To set up Profit of 1945 before adjustment 
a IOI cles si cided ain ksiss anos aviincsegg bk bstibvtiescdeannceniccpsestacbnssbentcbonss 400 

IN acon ss sonsasantvavniandensshsanncccoadsonndueosasavsiebaaie 400 
Transferring 1946 dues shown in 1945. 
Profit and Loss 1945 sit 130 

I Naas casas os dnccna edb ppacsnpsndcoubcabeoaswanyesseveiaranspanes 130 
Adjusting value of Opening Inventory, 

Books—17,600 should be 17,730. 
I ase conc scss ances sscdacasssanvevnudev aves seanesisbocapabomcatbeetteabes 730 

INS NMI Ssiehcssechcocsspictaspnesiecactsisinibbnicivadivviassbaebocoseatsteansdedsiontonbeseses 730 


1945 Inventory over-stated—Books—20,800, should be 20,070. 


Statement of Income and Expenditure 
For the Year Ended 31st December 1945 
and for the six months ended 30th June 1946. 

31 December 1945 


















INCOME 
Membership Dues ..........0:s0000 $38,000 
IE TNR ecsccnsccsecccinicnes 9,840 
AN SROUINIDD scsscisicsnssssnscctnseeseesesosescoestintniacsoee 4,450 
SUI UE IIR cs cccicscssciceisnscchassoncenssnasnscnbneosoose 7 $52,990 
EXPENDITURE 
Cost of Bulletins sold and Distributed — per 
SUNIUNE:. ~encceeenntdh Seat scceansienccciamtcheennesencenvecesancass $20,160 
RII isi ankles snsdascbiagaseppdaniaccaessoaaguseaeeadaneaosens 17,700 
PO RE | ccscscccectesieasiysiccsaccsivlcsiviscsbetacartivedeainves 2,600 
Depreciation — Furniture and Fixtures ................ 525 40,985 
SERENE Ss see ssshshs visscnsisens acesoettioen eine $12,005 
PROMOTION ASSOCIATION 
Balance Sheet at 30th June, 1946 
ASSETS 
NR PIII Sci Sasssesensacesasadscsasscsicnsonsessessenccanisesenedsinbssnessibengsaceuenenenmonsctats 
Accounts Receivable—Members ........... 
—Advertising 
Investments 
SU INN icc ciatcs pics essa susnccbNorgconesesakounovaneoncania cssseabonsamssatessoncdons 15,000 
Accrued Interest thereon 200 
PRIS ciraoes AN NIN oS isc cade cas gis eansadpacendaanvinesicacounisniennorncnsswessscos 
Prepaid Expenses — Insurance unexpired ........sesssessessussnesnesnesneenenes 
Furniture and Fixtures — Less Depreciation ...........s:ssssssssseeseseneees 


30th June 1946 





$16,450 
4,442 
3,250 
300 $24,442 
$ 8,832 
10,000 
2,455 
270 21,557 
$ 2,885 
15,200 
22,038 
70 $55,383 
4,150 
$59,533 
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LIABILITIES 
PROCURING: GIVI scsi cents issue ba Detabiscgeie eee cau aiaasiccauestet cite ose $ 2,700 
Membership Dues in Advance 1947 $ 1,500 
Membership Dues Unearned 1946 16,450 17,950 
Excess of Assets over Liabilities 
Balance at 31st December 1944 (adjusted) ........sccscsssssssssssssssessssssssesseseseeseee 23,993 
Add excess of Income over Expenditure 
NE TINUE oases isc iesiescccechnceccacandsaecic ee 12,005 
SOU DO TODD: snicker ik a ss 2,885 38,883 
$59,533 


Editor's Note: 

The editor admits that when working this problem on his own, he did not prepare any 
of the first three statements in the above solution, but computed “cost of bulletins sold and 
distributed” from the revised inventory valuations and the costs given in the problem, viz., 

December 31, 1945 June 30, 1946 








RN UNIO iss caccscecsonsctcsabinnscccontcortssidisaieseabcectaletuleaneus $17,730 $20,070 

RUE MPI cs scssesesnscecsasctsveainsssstevcnsodshinennabbotaaevaavee 21,600 10,800 

RINE THEIR i sidssicinicoanviadaensdnnandcndinnniians mee orei al Mowe, 

40,230 30,870 

MCOMMRING: SHRWGTNO YG « scvicsssascutscshessscscasersscativisbessimapcenecinena abies 20,070 22,038 

Cost of bulletins sold and distributed ...........ccssseseseeseesees $20,160 $ 8,832 
Problem 2 


FINAL EXAMINATION, DECEMBER 1947 
Accounting IV, Question 4 (15 marks) 

A Canadian company asks you to determine its taxable income and furnishes you with 
its annual financial statements. 

Using your own figures, prepare a profit and loss statement which might have been 
submitted to you in this connection, including therein as many items as you can recall 
which, under the provisions of the Income War Tax Act, are required to be eliminated in 
the calculation of the taxable income of the company. On the basis of the net profit shown 
by the statement you have prepared as instructed above, show your computation of the 
taxable income of the company. 


Solution 
A COMPANY LIMITED 


Statement of Profit and Loss 
for the year ended December 31, 1947 


NN scsi cade Bonscus Ue cabs eusseuen bo bicesbesicusascniciado asada aabeaaiins $1,000,000 
Deduct Cost of goods sold (including amortization of trademark, $3,000) 600,000 
ieee ROMAN ANORIN aciicasstss cheeses scecsscsinnheccsausnasiasschcdastidaeiinticdannlbcibs 400,000 
Deduct Selling and administration expenses 
PRMORNNS  scsdhcccasccdaccscacccnsisctectarssiascicebacotantdassataaecsesivicetsespaeptbensetelidatitnitts $18,000 
Depreciation on office building .........-.scssssesessesseesecssesesseenseneensensensensenessees 25,000 


a NR II csi csan cease casisti cescsscescsinitnesseavnsvesnbensiannaanicapianncindiciintion 
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PRIS OD TINO OPUNRIINNOINE sc censcta sence Sd esseccacceecansccicavsesesesenseonss 7,000 
IR sociale Srehessecsoverkaanbaae 41,000 
Life insurance premiums on lives of company Officers ......-.secssessscsseseses 4,000 
Miscellaneous expenses (including entertainment of 
I a 2,000 
100,000 
Ie ANNIE IRICEN oc sss coasivcsnsaaiossenatps ba isgang a acentncienisonaenen 300,000 
Deduct Financial expenses 
Bond interest (including bond discount amortized, $1,000) ................ 9,000 
Crying MRE BOS On: WOOO TAI cceicssccececascescesscssassssesescesscoscesessoncessersossens 2,000 
— 11,000 
289,000 
Add Subsidiary revenue 
Profit on disposal of fixed assets ..........sssssssseresere 13,000 
Dividends received from Canadian subsidiary .. 19,000 
Cagh discounts cerned On purchases ...0......cerseccesssssssscessssesecesssonsensnsovesssesseee 3,000 
— 35,000 
SEI UO NNN x scascanl cctrccdaesedesmebenbaeiss 324,000 
Deduct Provision for Dominion and Provincial taxes on income ..........++ 120,000 
ee Ie I asia aaca rasan cpa raosesscipaecannsachcsnconseepenicnsntapcce $204,000 





A COMPANY LIMITED 


Calculation of Taxable Income 
for the year ended December 31, 1947 





Net profit for year per statement of profit and loss ...........ssscscseseseseessseseeseees $204,000 
Add Back 
Provision for Dominion and Provincial tax. ........:.s:ssssssesssseseseseseereseeness $120,000 
RAEN SREINOD OE URINE DREN oscccersessseceniesccssessessvestsscsnsonesensnnessiadesoneccs 2,000 
I I I occ bucsedincopousatoucinsniosvatorntaiapiss 1,000 
NUNN RON ONIN ic ccsicctsncossasuscennsniastbbantstaonsscassessoccesvenstnvairensie’ 1,000 
Life insurance premiums on lives of company officers ...........:-::ssssssssesses 4,000 
InN SOE REE hac cnchsoveghtnctesaszaunsecsoosiemenestanasune 3,000 
—-—— 131,000 
335,000 
Deduct 
nt: Mim MIURUROURIOIR GBT URGE NRE iis cach aden ci cassis Sahces cencadasvnsvsassceseccesessensores 13,000 
Dividends received from Canadian subsidiary «...........sssssssssscsesessessssees 19,000 
32,000 
Rs SR ce nS aa a es oe Santee $303,000 





Editor's Note: 

The above solution does not show as non-deductible items any expenses which are sub- 
ject to ministerial discretion (e.g., provision for bad debts). If such an item were shown 
as non-deductible, it would have to be accompanied by an explanatory note. 





C 
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Professional Notes 


NEW BRUNSWICK 
Morrell and Company, Chartered Account- 
ants, announce the opening of an office at 5 
Eddy Building, 19 Bonaccord Street, Monc- 
ton, N.B. with Mrs. Erma P. MacPherson, 
C.A., as resident partner. 


ONTARIO 

Monteith & Monteith, Chartered Account- 
ants, Stratford, Ontario, announce that Mr. 
Gordon W. Riehl, C.A., has been admitted as 
a partner of the firm, 

* * 4 

England & Leonard, Chartered Accountants, 
Kingston, Ontario, announce the admission to 
partnership of Mr. L. G. Macpherson, B.A., 
C.A. and of Mr. A. J, Saunders, B.Com., C.A. 
The practice of the firm will be carried on 
under the name of England, Leonard, Mac- 
pherson & Co. 

& * * 

Mr. Morris E. Duckman, C.A., announces 
the opening of an office for the practice of 
his profession at 762 Bathurst Street, Tor- 
onto, Ontario. 

» * * 

Mr. S. Stewart Joscelyn, C.A., announces 
the removal of his office to Suite 409-410 11 
King Street West, Toronto, Ontario. 

a a * 

Mr. Charles F. G. Hill, C.A., announces 
the opening of offices at 80% James Street 
North, Hamilton, Ontario for the practice of 
his profession. 

ao * * 

Wm. C. Benson & Company, Chartered Ac- 
countants, announce that Mr. Lawrence W. 
Pastorous, C.A., has been admitted to the 
partnership of the firm and will be connected 
with its Windsor office. 

. * * 

Mr, Philip T. Barnes, C.A., announces the 
opening of an office for the practice of his 
profession at 905 Armoury Street, Niagara 
Falls, Ontario. 





Chartered Accountants’ Club of Ottawa 

The regular monthly luncheon meeting of 
the Chartered Accountants’ Club of Ottawa 
was held at the Chateau Laurier on Decem- 
ber 14, 1948. A very informative address 
on trade between Canada and Italy and on 
his experiences as a Liaison Officer to Can- 
adian units in Italy, was delivered by Dr. 
Pietro Migone, Commercial Attache, Italian 
Legation. Mr. James Ross presided. 


PRINCE EDWARD ISLAND 


The Prince Edward Island Institute held a 
dinner meeting on December 7th at the Queen 
Hotel, Charlottetown, with the Registered 
Students of the Institute as honoured guests. 
The special speaker was Mr. W. A. Morrell, 
F.C.A., who spoke on “Examinations”, Mrs. 
Erma MacPherson, C.A., conducted an open 
forum on the “Queen's Course as Presently 
Instituted”. 


QUEBEC 


Mr. Israel J. Sheinman, C.A., announces the 
removal of his office to 914 Transportation 
Building, 132 St. James Street West, Mont- 
real, Quebec. 


* * * 


The annual informal dance of the Chart- 
ered Accountants Students’ Society of Quebec 
was held at the Ritz Carlton Hotel on the 
10th December 1948, with over two hundred 
couples in attendance. 


At a cocktail party prior to the dance, the 
President, Roland R. Pouliot, and his execu- 
tive committee entertained the honored guests 
including John Bennett, President of the 
Chartered Accountants Students’ Association 
of Ontario, Mrs. E. Dixon, Assistant-Secretary 
of the Institute; Messrs. T. V. Burke, C. N. 
Knowles and G. P. Keeping, officers of the 
Institute of Chartered Accountants of Quebec, 
and their wives. 
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SASKATCHEWAN 


The November luncheon meeting of the 
Regina Chartered Accountants’ Club was held 
at the Kitchener Hotel, November 10. Dr. M. 
C. Shumiatcher, K.C., gave an interesting ad- 
dress on “Labour in a Changing World”. 
Mr. W. A. Fowlie presided and Mr. F. H. 
H. Smith expressed the thanks of the Club to 
the guest speaker. 

At the Regina Chartered Accountants’ 
monthly luncheon held on December 8th, 
Dean S. Basterfield, B.Sc., Ph.D., F.R.S.C., 
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was the guest speaker. His subject, “World's 
Food Supply from the Scientific Viewpoint,” 
dealt with a matter brought to the foreground 
by the recent war and now recognized as a 
world problem. Mr. W. A. Fowlie was in 
the Chair and Mr. R. Hodsman thanked the 
guest speaker. 
* * * 

Mr. James A. Peters, C.A., announces the 
opening of an office for the practice of his 
profession at 106-1855 Scarth Street, Regina, 
Saskatchewan. 


THE DOMINION ASSOCIATION OF CHARTERED ACCOUNTANTS 


Committee on Accounting and Auditing Research 


The Committee met in Montreal on 
Monday and Tuesday, December 13 and 
14, with 12 of the 14 members in at- 
tendance. It was agreed that contact 
should be maintained with the stock ex- 
changes, financial writers and other 
groups interested in financial reports in 
order to promote wider understanding of 
the work and problems of the profession 
and these various groups. 

The Committee discussed the problem 
of accounting for bad debt losses and is 
in the process of drafting a bulletin on 
this subject. 

Considerable time was devoted to the 
question of inventory valuation with par- 
ticular reference to the use of LIFO and 
the definition of the term “market’’ in 
the phrase, “lower of cost or market”. 
The Committee would welcome informa- 
tion from members as to their interpreta- 
tion of the term ‘“‘market” and their ex- 
perience in respect of inventory valua- 
tion. 

A year ago Council of the Association 
asked the Research Committee to under- 


take a revision of the manual on Ac- 
counting Terminology for Canadian 
Practice. The Committee has had the 
problem under discussion for some time 
and work is going forward on the project. 
It is hoped to include references to Am- 
erican and English practice and defini- 
tion where these differ from Canadian 
practice or definition. During the dis- 
cussion, special attention was given to 
the definition of “surplus” and “reserve” 
and the various contexts in which these 
terms are used in Canadian practice. 

A number of other matters, including 
special purpose certificates, notes append- 
ed to financial statements and accounting 
for pension funds contributions, were 
considered by the Committee. 

On Tuesday, the members of the Com- 
mittee were guests at a luncheon tendered 
by Mr. T. V. Burke, President of the 
Institute, Mr. C. N. Knowles, 1st Vice- 
President, Mr. J. Valiquette, 2nd Vice- 
President and Mr. G. P. Keeping, Hon- 
orary Secretary-Treasurer. 
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Professional Notes 


Legislation 


The Legislation Committee met in Ot- 
tawa on October 15 and 16 to consider 
the suggestions received from the vari- 
ous Institute Committees for amendments 
to the new Income Tax Act. Detailed 
recommendations were received from the 
B.C., Ontario, P.E.I. and Quebec Insti- 
tutes. The Committee decided that any 
recommendations to be submitted to the 
Minister should be confined to those 
sections of the Act to which it was con- 
sidered important that amendments 
should be made from the inception of 
the new Act. A further meeting of the 
Committee was held in Ottawa on No- 
vember 22 at the time of the Tax Con- 
ference arranged by The Canadian Tax 
Foundation. 




















Committee 


On the suggestion of the Canadian 
Bar Association, it was decided that a 
joint brief should be subfhitted to the 
Minister of Finance by the Tax Commit- 
tee of the Bar Association and the Legis- 
lation Committee of the D.A.C.A. as 
was done prior to the submission of Bill 
454 last year. 

The Committees of the two Associa- 
tions met in Toronto on December 17 
and reviewed the draft recommendations 
which had been prepared. Mr. M. Doug- 
las, Director of the Canadian Tax Foun- 
dation, attended the meeting on the invi- 
tation of the two Committees. 

The joint brief will be submitted to 
the Minister of Finance and published 
in The Canadian Chartered Accountant. 


CHARTERED ACCOUNTANTS PROMINENT 
IN NEW BRANCH OF CONTROLLERS INSTITUTE 


The first Canadian branch of the Con- 
trollers Institute of America has been 
formed in Montreal with several Chatt- 
ered Accountants in its executive and 
membership. The purpose of the Insti- 
tute is to further the study of financial 
problems such as corporate budgeting, 
preparation and publication of annual re- 
ports and security financing. _Member- 
ship is restricted to the senior financial 
officers of companies having a net worth 
of at least $2 millions. 


The president of the Montreal Control 
is F, $. Capon, C.A., the vice-president 
and secretary is J. A. Desrochers, C.A. 
A. Archibald, C.A., and D. Farish, C.A., 
are directors. Other Chartered Account- 
ant members are R. S. Aiken, J. M. 
Blanch, T. C. Davis, N. E. Kenrick, J. 
Mackie, j. W. Tait, and W. J. Veitch. 

Another Canadian branch is expected 
to be formed in the Toronto-Hamilton 
area in the near future. 
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THE CANADIAN CHARTERED ACCOUNTANT 


Questions and Concise 
Answers 


AUDITING & THEORY 
By L. MARDER, LL.B., C.P.A. 


is designed for the final review, that 
period before the examination when 
voluminous texts contribute little but 
worry and confusion. It will teach the 
C.A. candidate to answer questions in 
a style preferred by Examiners — 
briefly and to the point, 


1800 Questions with Answers, 
Cloth—492 pp. ccscsccscsssessseees $10.00 

1300 Questions with Answers, 
Cloth—448 pp. 

500 Questions with Answers, 


Free Descriptive Circular 


CONCISE TEXT PRESS 


P.O. Box 824 - Church St. Annex 
NEW YORK 8, N.Y. 


MR. ACCOUNTANT... 


Here's good news for youl 


10% DISCOUNT 


on your purchases of Ledger 
Sheets, Binders, Columnar Sheets, 
Columnar Pads, Stapling Mach- 
ines, Staples, Cellulose Tape, 
Dispensers, etc. 


“OUR PRICES ARE LOWER” 


For prices and further information 
write or phone: 


ATLAS PRINTING CO. 


“The Accountant's Supply House” 
LLoydbrook 5702 
663 College St. - Toronto, Ont. 


HIGHER ACCOUNTING 
and ALLIED nee 
taught 


The SHAW way—fhe SURE way 


Subjects Included In Our Coaching Courses 
i Secretarial Practice 


pear 
Provincial Com 


Bankruptcy 
Devinn Winton Op aut fae et Ete 
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SHAW SCHOOLS 


Head Office: 1130 Bay Street, Toronto 


KI. 3165-6-7 
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She's Raising Office Costs 
With Her Bare Hands 


bookkeeping or billing machine. What- 
ever the need, it must be met for office 


A desk analysis a our trained 
a tive isthe oop 
for their jobs. At desk, costs your 0 
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Assurance (Company 


The Pioneer of Life Assurance in Canada — 


For over 100 years, the Standard Life has been | 
serving Canadians, and is proud to include among its 
clients many of the largest and best known Companies in | 
Canada. 4 


The Standard specializes in all forms of Life ’ 


Assurance and Pension Plans. 


Head Office for Canada 


MONTREAL 


ONTARIO BRANCHES OFFICES 
TORONTO—80 King St. W. Gordon B. Coyne, Branch Mgr. | 
HAMILTON—126 King St. E. J. A. Wright, Branch Mgr. 
OTTAWA—46 Elgin St. L. Whitney Spratt, Branch Mgr. © 
LONDON—365 Richmond St. R. W. Porter, Branch Mgr. 7 








